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Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended
to provide auditors o f financial statements o f common interest
realty associations with an overview o f recent economic, techni
cal, industry, regulatory, and professional developments that may
affect the audits they perform.
This publication is an Other Auditing Publication as defined in
Statement on Auditing Standards (SAS) No. 95, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1, AU sec.
150). Other Auditing Publications have no authoritative status;
however, they may help the auditor understand and apply SASs.
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circum
stances o f his or her audit. The auditing guidance in this docu
ment has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA, and is presumed to
be appropriate. This document has not been approved, disap
proved, or otherwise acted on by a senior technical committee o f
the AICPA.
Lori A. West, CPA
Technical Manager
Accounting and Auditing Publications
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Common Interest Realty Associations
Industry Developments— 2006/07
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your common
interest realty association (CIRA) audits, reviews, and compila
tions. The information delivered by this Alert assists you in
achieving a more robust understanding o f the business and eco
nomic environment in which your clients operate— an under
standing that is more clearly linked to the assessment o f the risk
o f material misstatement o f the financial statements. Also, this
Alert delivers information about emerging practice issues and
current accounting, auditing, and regulatory developments.
References to Professional Standards. When referring to the pro
fessional standards, this Alert cites the applicable sections o f the
codification and not the numbered statements, as appropriate. For
example, Statement on Auditing Standards (SAS) No. 54 is re
ferred to as AU section 317 o f the AICPA Professional Standards.
H elp D esk— See the AICPA Audit Risk Alert Independence
an d Ethics Alert— 2006/07 (product no. 022477kk) for a thor
ough discussion o f recent developments and key issues in the
area o f independence and ethics.
Help Desk— See the AICPA Audit Risk Alert Compilation and
Review Alert— 2 0 0 6 /0 7 (product no. 022307kk) for a thor
ough discussion o f recent developments and key issues in the
area o f compilations and reviews.

If you understand what is happening in the CIRA industry, and
you can interpret and add value to that information, you will be
able to offer valuable service and advice to your clients. This Alert
assists you in making considerable strides in gaining and under
standing that industry information.

1___

Understanding the Organization and Its Environment
and Assessing Risks
An auditor should obtain an understanding o f relevant industry,
regulatory, and other external factors. These factors include the
following:
•

Industry conditions

•

The regulatory environment encompassing, among other
matters, relevant accounting pronouncements

•

The legal and political environment

•

Other external factors, such as general economic conditions

The CIRA industry may be subject to specific risks o f material
misstatement arising from the nature o f the business, the degree
o f regulation, or other external forces (for example, political, eco
nomic, social, technical, and competitive).
The auditor should obtain an understanding o f the CIRA’s ob
jectives and strategies, and the related business risks that may re
sult in material misstatement o f the financial statements.
Business risks result from significant conditions, events, circum
stances, actions, or inactions that could adversely affect the orga
nization’s ability to achieve its objectives and execute its
strategies, or through the setting o f inappropriate objectives and
strategies. An understanding o f business risks increases the likeli
hood o f identifying risks o f material misstatement, although the
auditor does not have a responsibility to identify or assess all
business risks. Many business risks could eventually have finan
cial consequences and, therefore, affect the financial statements;
obviously, however, not all business risks give rise to risks o f ma
terial misstatement.
After gaining an understanding of the organization and its environ
ment, the auditor needs to make risk assessments at the financial
statement and relevant assertion levels based on that understanding.
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Presented in this Alert are current business, economic, regulatory,
accounting, and auditing matters that may affect your clients.
Reading about these matters and properly addressing them as
necessary will help you gain a better understanding o f your
client’s environment, better assess risks o f material misstatement
o f the financial statements, and ultimately strengthen the in
tegrity o f your audits.

Current Economic and Industry Developments
For a complete overview o f the current economic environment in
the United States, see the AICPA general Audit Risk
Alert— 2006/07 (product no. 022337kk).

Residential Community Association Demographics
In 1970, there were approximately 700,000 homes in 10,000 com
munity associations. As part o f a mid-1970 report, the U.S. De
partment of Housing and Urban Development (HUD) projected
that 50 percent o f American homes would be living in community
associations by the late 1980s. Although premature, the H U D pre
diction was not that wrong. Today, it is estimated that 85 percent
to 90 percent o f all new for-sale housing is located in one o f the
three basic types of community associations. Somewhere between
40 percent and 60 percent of CIRAs are contract managed by spe
cialized community association management (CAM) companies
while the other 40 percent to 60 percent are self-managed either
solely by volunteers or with association-hired staff Regardless o f
management structure, all associations are governed by a volunteer
board of directors elected by the membership.
H ousing cooperatives represent approximately 5 percent to 7
percent o f all association units. Condominium associations rep
resent from 38 percent to 42 percent while planned communi
ties constitute the balance. Condominium associations, in the
last two to three years, have definitely increased in acceptability
and popularity.
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Boards of Directors— Value of Service
Over 1.7 million volunteers serve on the boards o f directors o f
residential community associations with another 375,000 partic
ipating as committee members. There are 286,000 annual associ
ation meetings with democratically conducted elections and
another nearly 2,600,000 board o f directors meetings during the
year in which owners debate and shape their housing commu
nity’s future. To assist the board, there are over 900,000 commit
tee meetings during each fiscal year. The estimated value o f these
governance services is about $370,000,000. In general, about 28
percent o f the eligible U.S. population volunteers at some point
during a year— association leaders volunteer continuously during
a year.
When planning an audit the auditor o f a CIRA should assess the
board members’ level o f experience or whether there is a small
group o f homeowners who control the CIRA and have done so
for years. Since a CIRA’s environment is unique in that volun
teers help manage large assets with little or no experience and
minimal oversight, the auditor’s approach will vary depending on
which situation is relevant.

Annual Assessments
These boards supervise the collection o f over $41 billion in an
nual assessments and maintain investment accounts o f another
$36 billion to $37 billion for the long-term maintenance and re
placement o f commonly held property.

Reserves for Major Repairs
During the course o f any given year, associations probably spend
in excess o f $20 billion from accumulated reserves and operating
funds for the repair, replacement, and enhancement o f commonly
owned property. According to a recent survey by the National As
sociation o f H ousing Cooperatives, the average cooperative
(which is about 25 years older than the typical condominium)
plans to spend $1 million on repairs in the next five years.
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Regulatory and Legislative Developments
The operations o f CIRAs, especially condominium associations,
are regulated by the individual states and not by the federal gov
ernment. Alternatively, planned communities (that is, homeown
ers associations [HOAs], property owners associations [POAs],
and cooperatives), may not be regulated by the states. However,
federal regulations, court cases, Internal Revenue Service (IRS)
revenue rulings, and federal legislation apply to the income tax
treatment o f CIRAs. Also, two federal agencies, the Federal
Housing Administration (FHA) and the Department o f Veterans
Affairs, as well as two government-sponsored enterprises (GSEs),
the Freddie Mac and the Fannie Mae, have regulations and un
derwriting guidelines to guide developers, mortgage lenders, and
others in establishing CIRAs as well as in selling and financing
units. Although compliance with such regulations may not be
mandatory, compliance with their guidelines and underwriting
requirements facilitates the development, sale, and resale o f units
within CIRAs. This section discusses recent developments in fed
eral regulations as they relate to CIRAs, including H U D require
ments, IRS private letter rulings, and bankruptcy legislation.
Readers should be aware that some states, especially three states—
California, Florida, and Nevada— have active state agencies and a
fourth state, New York, has a long history o f involvement by the
attorney general.
Help D esk— To obtain copies o f the H U D handbooks, no
tices, and other documents, go to www.hudclips.org, where
they are available for printing or viewing. Printed handbooks
can be ordered online through the Direct Distribution System
or by telephone at (800) 767-7468.

Internal Revenue Service Activities
IRS Revenue Rulings
A revenue ruling is an official interpretation by the IRS o f the In
ternal Revenue Code (IRC), related statutes, tax treaties, and regu
lations. It is the conclusion o f the IRS on how the law is applied to
a specific set o f facts. Revenue rulings are published in the Internal
Revenue Bulletin for the information of and guidance to taxpayers,
6

IRS personnel, and tax professionals. They can be used as guidance
if your client encounters a similar situation. Readers should peri
odically review IRS revenue rulings as they may affect CIRAs.
Help Desk—For more information, go to www.irs.gov/businesses/
article/0„id= 107937,00.html for complete revenue ruling and
memorandums issued to examiners. The Industry Issue Reso
lution (IIR) Program is aimed at establishing consistent IRS
positions on complicated or controversial tax issues.

Technical Advice Memoranda (TAMs)
Technical Advice Memoranda (TAMs) are written determina
tions issued by the National Office o f the Internal Revenue Ser
vice that interpret and apply tax law to a taxpayer’s specific set of
facts. TAMs are not legally binding and may not be used as prece
dent in other cases. TAMs only address a particular factual situa
tion, and different facts could change the advice given. However,
TAMs can indicate IRS thinking on an issue. Below are some
TAMs that have been issued that may be helpful to CIRAs.

TAM 9539001—N ational Office Technical Advice Memoran
dum Letter Ruling 9539001. (Note: This involved a time-share
association.)
Conclusions (as shown in the TAM):
1. Amount received as annual assessments from taxpayer’s
members in excess o f annual expenses are includible in tax
able income.
2. Prepaid member assessments collected in one year but allo
cable to the next budget year are includible in gross income
in the year o f receipt.
3. Member assessments allocated to various repair and re
placement reserve accounts are includible in gross income
in the year o f receipt.
The conclusions were based on the fact that the association did
not have as its sole activity the management and maintenance of
the common areas, but had maid service and furnished individual
units. Also, the members-owners were not given the opportunity
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to vote on the 70-604 election. Furthermore, no separate reserve
bank account was set up for reserves.

TAM 9637007—N ational Office Technical Advice Memoran
dum Letter Ruling 9637007. (The Association developed a por
tion o f its unused property with condominiums which were
offered for sale to members and to nonmembers on the condition
that nonmembers become members prior to purchase.)
Conclusions (as shown in the TAM):
Section 277(a) applied to the taxpayer and income from the con
dominium sales is income from transactions with members. Ac
cordingly, any condominium sale income can only be offset by
expenses o f providing goods and services to members. Expenses
o f development and sale o f the condominium project, to the ex
tent o f the deductible, can only be deducted with respect to
member income.
The IRS written determinations can be viewed by going to the
following link: www.irs.gov/foia/lists/0„id=97715,00.html.

Special Tax Issue Related to Mixed-Use Projects
The residential real estate industry continues to see the develop
ment o f numerous mixed-use projects. Mixed-use development is
the result o f land planning that combines space for residential
and commercial use. Many o f these mixed-use projects contain
for-sale units and therefore involve a CIRA component. The fol
lowing tax issue which will need to be addressed in the annual
audit is the CIRA taxation for mixed-use projects. There are sev
eral tests that a CIRA must meet in order to file IRS Form 1120H . One key test for a mixed-use C IR A is the substantially
residential test. Treasury Regulation 1.528-4 states the following:
Treasury Regulation § 1.528-4. Substantially Residential Test.
In general, in order for an organization to be considered a con
dominium management association or a residential real estate
management association (and therefore in order for it to be con
sidered a homeowners association), substantially all of its units,
lots or buildings must be used by individuals for residences. For
8

the purposes o f applying paragraph (a) or (b), an organization
which has attributes o f both a condominium management asso
ciation and a residential real estate management association
shall be considered that association which, based on all the facts
and circumstances, it more closely resembles. In addition, those
paragraphs shall be applied based on conditions existing on the
last day of the organization’s taxable year.
(a) Condominium Management Associations. Substantially all
o f the units o f a condominium management association
will be considered as used by individuals for residences if
at least 85% o f the total square footage o f all units within
the project is used by individuals for residential purposes.
I f a completed unit has never been occupied, it will
nonetheless be considered as used for residential purposes
if, based on all the facts and circumstances, it appears to
have been constructed for use as a residence. Similarly, a
unit which is not occupied but which has been in the past
will be considered as used for residential purposes if,
based on all the facts and circumstances, it appears that it
was constructed for use as a residence, and the last indi
vidual to occupy it did in fact use it as a residence. Units
which are used for purposes auxiliary to residential use
(such as laundry areas, swimming pools, tennis courts,
storage rooms and areas used by maintenance personnel)
shall be considered used for residential purposes.

(b )Residential Real Estate Management Associations. Substan
tially all of the lots or buildings of a residential real estate
management association (including unimproved lots)
will be considered as used by individuals as residences if
at least 85% of the lots are zoned for residential purposes.
Lots shall be treated as zoned for residential purposes
even if under such zoning lots may be used for parking
spaces, swimming pools, tennis courts, schools, fire sta
tions, libraries, churches and other similar purposes
which are auxiliary to residential use. However, commer
cial shopping areas (and their auxiliary parking areas) are
not lots zoned for residential purposes.
(c)Exception. Notwithstanding any other provision o f this
section, a unit, or building will not be considered used
for residential purposes, if for more than one-half the
9

days in the associations taxable year, such unit, or build
ing is occupied by a person or series o f persons, each o f
whom so occupies such unit, or building for less than 30
days. Such an example would be timeshares.

See the following link to the Tax Almanac for the further guidance:
http://www.taxalmanac.org/index.php/Treasury_Regulations
%2C_Subchapter_A%2C_Sec._1.528-4.

Compilation and Review Issues
Consideration of Fraud and Illegal Acts in a Compilation
or Review Engagement
Fraud is a broad legal concept and accountants do not make
legal determinations o f whether an act is, in fact, fraudulent.
Rather, the accountant’s interest specifically relates to acts that
result in a material misstatement o f the financial statements.
The primary factor that distinguishes fraud from error is
whether the underlying action that results in the misstatement
o f the financial statements is intentional or unintentional. Fraud
is an intentional act that results in a material misstatement in fi
nancial statements.
Guidance in AR section 100.05, Compilation and Review o f F i
nancial Statements (AICPA, Professional Standards, vol. 2), states
that the accountant should, among other things, establish an un
derstanding with the entity that provides that the accountant will
inform the appropriate level o f management o f any fraud or ille
gal acts that come to his or her attention, unless they are clearly
inconsequential. This amendment revises AR section 100 by re
quiring the accountant to:
1. Establish an understanding with the client, preferably in
writing, that the accountant will inform the appropriate
level o f management o f any evidence or information that
comes to the accountant’s attention during the perfor
mance o f compilation or review procedures that fraud or
an illegal act may have occurred.
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2. Report, to the appropriate level o f management, any evi
dence or information that comes to the accountant’s atten
tion during the performance o f compilation or review
procedures that fraud or an illegal act may have occurred.
The accountant need not report matters regarding illegal acts that
are clearly inconsequential and may reach agreement in advance
with the entity on the nature o f such items to be communicated.
Statement on Standards for Accounting and Review Services
(SSARS) No. 12, Omnibus Statement on Standards for Accounting
and Review Services— 2005 (AICPA, Professional Standards, vol.
2), does not add additional procedures to those normally per
formed in a compilation or review engagement. In other words,
there is no requirement in a compilation or review engagement to
search for fraud or illegal acts.
However, during the performance o f compilation or review pro
cedures, if any evidence or information comes to the accountant’s
attention regarding fraud or an illegal act that may have occurred,
the accountant should request that management consider the ef
fect o f the matter on the financial statements. Additionally, the
accountant should consider the effect o f the matter on his or her
compilation or review report. When compiling financial state
ments and circumstances arise where the accountant believes that
the financial statements are materially misstated, the accountant
should obtain additional or revised information. When reviewing
financial statements and circumstances arise where the accoun
tant believes that the financial statements are materially mis
stated, the accountant should perform the additional procedures
deemed necessary to achieve limited assurance that there are no
material modifications that should be made to the financial state
ments in order for the statements to be in conformity with gener
ally accepted accounting principles (GAAP) or an other
comprehensive basis o f accounting (OCBOA).
Help Desk— See the AICPA Audit Risk Alert Compilation and
Review Alert— 2 006/0 7 (product no. 022307kk) for a thor
ough discussion o f recent developments and key issues in the
area o f compilations and reviews.
11

Engagement Issues
Reserve Study Concerns
One o f the critical components o f the overall operating budget
for a CIRA is the reserve study. Annual contributions to the re
placement fund may be based on a reserve study which is devel
oped to determine the timing and costs for future major repairs
and replacements. While CIRAs often fund these costs through
contributions over the lives o f the common area components,
CIRAs also fund the costs by assessing owners when funds are
needed, or by borrowing. A CIRA should disclose information in
its financial statements about its funding for future major repairs
and replacements. The boards o f directors need to be aware that
the goal o f whatever policies they set should be to enable them to
meet their fiduciary duties to maintain and preserve the common
property as stated in paragraph 3.05 o f the AICPA Audit and Ac
counting Guide Common Interest Realty Associations (the CIRA
Guide) as o f May 1, 2006. The auditor should review the reserve
study and compare it to the actual occurrences to determine if
further procedures should be performed in assessing the reason
ableness o f the estimates and assumptions utilized (see the discus
sion o f those procedures under the “Aging Com m unities”
subhead below). The study also provides the CIRA with a fund
ing strategy which is based upon its specific circumstances.
The most critical times for the CIRA with regard to the develop
ment o f the reserve study and the funding strategies occur when:
•

The budget is first established for the new community
which is either new construction or a conversion.

•

The budget is reviewed while the replacements are becom
ing necessary.

•

Each year the CIRA reviews its study and makes a decision
regarding the funding plan to be implemented.

In order to develop the reserve study, a number o f variables needs
to be defined. The auditor should understand the reserve study
process, even though they may not be responsible for the genera
tion o f the study. They are as follows:
12

Common area components. The first and most important is the
selection o f components, individual line items found in the
physical analysis which encompass the common elements, to
be included within the study The CIRA is responsible for the
maintenance and replacement of its common elements, which
are described in the governing documents. Common elements
vary based upon the type of CIRA. For example, when dealing
with a condominium association, the common elements typi
cally comprise not only the exteriors of the building but also
the site-related items such as the driveways and other paved
roadways, sidewalks, lobbies, and any other amenities. When
dealing with a homeowners association (also known as a
planned unit development and other terminology nationally),
the common elements typically do not include the residential
buildings, although they still include the site work and ameni
ties such as the clubhouse, roads, and lighting. For this reason,
it is important to understand the descriptions of the common
elements as defined in the governing documents.
Replacement cost. This is the estimated cost for performing the
replacement when it becomes necessary. Generally, this is ex
pressed as a unit cost and is multiplied by the overall quantity
of that component. For example, the roadways comprise 1,000
square yards of area with a replacement cost of $7.00 per
square yard thus yielding a total replacement cost of $7,000.
Beginning balance. This is the amount of money which has
been accumulated prior to the preparation o f the study.
This amount is distributed to each o f the components
within the study based upon a weighting factor. In the
table in Example 1, this amount is $9,000.
Estimated useful life. This is the amount of time in which a
component can adequately operate before 100 percent replace
ment is required. In Example 1, for the pavement this would
be 20 years. Depending on the state and/or the practice in a
given area, components with 30 or more years may be treated
as having an unlimited useful life and, hence, no replacement
fund is created for that component. Domestic water piping,
electric lines, and structural supports are examples.
13
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•

Estimated remaining useful life. This is based upon the con
dition and age o f the component inspected at the time the
study is performed. In Example 1, for the pavement this
would be 10 years.

While the fundamental information regarding reserve studies is
essentially the same for all circumstances, the risks involved at the
different times in the life o f the CIRA are significantly different
and are discussed below.
Background
The concept o f a reserve study is relatively simple and includes
two parts, the physical analysis and the financial analysis. The
physical analysis contains information about the physical status
and replacement cost o f major common area components the
CIRA is obligated to maintain. It comprises component inven
tory, condition assessment, and life estimates. The financial
analysis includes the evaluation o f the CIRA’s reserve balance, in
come, and expenses. It involves assessing the current replacement
fund status and an appropriate funding plan.
The physical analysis is based upon a calculation in which the re
placement cost o f a particular component is amortized over the
life o f that component. Thus, when it is time for the replacement
to occur, the CIRA should have theoretically accumulated ade
quate funds for that replacement. An example would be the ne
cessity to replace the roadways within the community. If the
replacement cost o f the roadways is $7,000, $1,750 has already
been accumulated, and the estimated time period before replace
ment is required is 10 years, the CIRA would need to accumulate
$525 per year so that the $7,000 is available when needed
($7,000 minus $1,750 = $5,250 divided by 10 years = $525 per
year). This scenario can be seen in the table in Example 1.
The financial analysis is based upon the creation o f a cash flow
projection o f the amount o f funds to be set aside each year, for all
components which make up the physical analysis. Based upon
this cash flow, the annual contributions are sought to be mini
mized while simultaneously allowing for sufficient funds to exist
over the cash flow period such that a deficit does not occur. The
15

resulting cash flow becomes the funding plan for the CIRA.
There are four types o f funding plans, three o f which can be seen
in the graph in Example 2. It is recommended that the CIRA re
view its funding plan on a yearly basis to determine if it still re
flects its current financial situation.
T h e four types o f fu n din g plans are described below:

•

Full/proportionalfunding. In this funding plan each o f the
individual components is funded fully. This is generally
considered to be the most conservative plan as excess
funds may accumulate. It does not account for the cash
flow projections. An example o f full/proportional funding
can be seen as the top line in Example 2. Note that over
the cash flow period a significant amount o f money con
tinuously exists in the fund.

•

Baseline funding. In this funding plan, the annual contri
butions are lowered so that at some point in the cash flow
projection the replacement fund balance is equal to $0.
This is the least conservative method because a budget
deficit can occur if replacement costs are underestimated
or if a component requires replacement before its esti
mated useful life is realized. An example o f baseline fund
ing can be seen as the bottom line in Example 2.

•

Threshold funding. In this funding plan, the annual contri
butions are adjusted so that the minimum point in the cash
flow is something other than full/proportional funding or
baseline funding. Typically this point is somewhere between
the two and will provide adequate funding over the cash
flow period without fear of either a deficit or overfunding.
Annual contributions are reduced so the cash flow projec
tion is lowered but is never $0. The level of the threshold
varies with each CIRA and is typically based on the cost of
the most expensive component to be replaced and the size of
the CIRA’s overall budget. An example of threshold funding
can be seen as the middle line in Example 2.
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Example 2: The Financial Analysis

Funding Plans
Projected 30 Year Cash Flow

•

Statutory funding. Although not discussed in detail, in some
states governmental regulations exist which require certain
levels o f reserves to be accumulated. The original governing
documents should comply with these regulations.

The risks associated with the selection o f the CIRA’s funding plan
are twofold. The reserves can either be overfunded, resulting in an
excess amount o f inactive assets, or underfunded, resulting in a
deficit at the time o f component replacement. In order to mini
mize these risks, the CIRA should review its reserve study each
year regarding the type o f funding plan and the respective risks. It
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should balance the potential for a deficit against the cost o f regular
updates o f the study which will incorporate current replacement
costs and estimated remaining lives. The auditor may consider
using the management representation letter as a way for the CIRA
and its management to acknowledge the funding plan that is
being utilized. In the case o f baseline funding, yearly updates are
prudent as expenditures may exceed estimates or may be required
earlier in the respective component’s useful life than expected,
which can trigger a cash flow hurdle for the CIRA. In contrast, in
the case o f full/proportional funding, three to four years between
updates may be acceptable. In terms o f overfunding reserves, it
should be recognized that while full/proportional funding is the
most conservative method, it may provide for more than adequate
funding and the imprudent use o f CIRA funds. CIRAs that assess
owners annually for portions o f future major repairs and replace
ments should report those assessed amounts separately from
amounts assessed for normal operations. If a CIRA uses fund re
porting, which is more informative to users, as stated in paragraph
4.02 o f the CIRA Guide, amounts assessed for future major re
pairs and replacements should be reported in the major repair and
replacement fund separately from transactions in the operating
fund. Note this is the assessed/budgeted amount, not the actual
monies transferred. Transfers between funds that are not part of
the current-period operating revenues should be presented only in
a statement o f changes in fund balances or in a statement o f
changes in members’ equity, if a nonfund reporting approach is
used. This would include when a board chooses not to fund in ac
cordance with its budget, as well as other decisions related to
monies between funds. Readers should refer to paragraphs 4.27
and 4.33 o f the CIRA Guide for recommended disclosures.

Concerns at Inception of the CIRA
CIRAs may be required by state statutes, mortgage documents, or
their governing documents to set aside funds on a systematic
basis for future major repairs and replacements. The auditor
should review the CIRAs governing documents and relevant state
statutes to determine whether such requirements exist. The audi
tor should also review the CIRAs policy for accumulating the re
quired funds.
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Generally, when a developer/builder plans a CIRA, whether it is
new construction or a conversion, governing documents are pre
pared for the CIRA— including the type o f CIRA and descrip
tions o f the community, and the initial operating budget, which
may also contain the initial reserve study. There may also be an
engineers report and a detailed public offering statement (POS).
These governing documents also include a description o f the
common elements which will be the responsibility o f the CIRA
to maintain and replace as opposed to those components which
are the responsibility o f the individual unit owners. At this stage,
a number o f concerns must be taken into account. When the
document is prepared for new construction, in many cases the
construction has not yet been completed or even commenced. As
is typical with most construction, field changes may occur such
that the as-built community does not match the design drawings.
Since the reserve study was based on the design drawings, it too
will no longer match the as-built community. This may result in
underfunding o f the project. To minimize this concern, it is rec
ommended that the study included within the governing docu
ments be updated to reflect the as-built community either by the
new homeowners or by the developer/builder, depending upon
the time for the build-out o f the entire community.
Another concern at this time is that in some instances the gov
erning documents are being prepared at the same time as the re
serve study. Concerns are triggered if inconsistencies arise. To
minimize these concerns, it is necessary that the coordinator o f
the reserve study be in contact with the creator o f the documents
so the reserve study reflects the descriptions o f common ele
ments consistently.
Once the components are selected, a determination o f the quanti
ties o f each o f the components is taken from the design documents,
which typically include the architectural drawings for the buildings
and the engineering drawings for the site. Based upon a review o f
these documents and an understanding o f the materials of construc
tion, the estimated lives are determined. In the case o f new con
struction, since the community has not yet been constructed, the
estimated remaining life and the estimated full useful life are the
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same. Also, execution of the project may differ from already estab
lished plans, thereby creating risk through inconsistencies. To mini
mize this concern, and as discussed above, it is recommended again
that either the developer or the CIRA have the original reserve study
included within the governing documents updated to reflect both
the quantities of the actual as-built construction as well as the mate
rials. The replacement costs should also be updated. If this type of
update is not performed and there are discrepancies between the de
sign documents and the as-built construction, the adequate funding
may not exist and will become more and more critical since this po
tential underfunding is cumulative as time progresses. This type of
concern in some instances may affect the smooth transfer o f control
from the developer/builder to the new unit owners as they take con
trol o f the CIRA during the period known as transition.
In the situation in which the newly formed CIRA is a conversion
from another use and not a new construction, another concern
arises. This concern is based upon the fact that the components
which constitute the common elements are not new and have re
duced useful lives. While with both new construction and con
versions the beginning balance in the reserve account is $0, in the
case o f the conversion and the reduced useful lives, the replace
ment costs must be amortized over this reduced life which subse
quently will result in higher annual contributions. In many
instances the reduced useful lives are not accounted for in the re
serve study, resulting in unanticipated replacements and inade
quate funds at the time o f these replacements. To minimize this
concern, it is recommended that particular attention be paid to
the condition o f all o f the components and that the reduced use
ful lives are reflected in the study.

Aging Communities
For an aging community, the result o f an underfunding o f the re
placement fund portion o f the budget becomes especially critical
if the CIRA has not been performing regular updates o f the re
serve study from the initial governing documents. In many in
stances the CIRA has also neglected the necessary ongoing
maintenance of the common elements, which becomes more ob
vious as the CIRA ages. This lack o f maintenance can have a sig
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nificant impact on the estimated useful lives. If the study has not
been updated, this can compound the problem since the reduc
tion in useful lives is not recognized until the replacements are re
quired. In order to minimize the risk associated with an aging
community, it is recommended that as CIRAs age, the studies be
updated on a more frequent basis and in some cases yearly. These
updates should include a field inspection to reflect the actual con
dition o f the components. At the same time a thorough review
should be made o f the funding plan selected to determine if it is
still appropriate for the CIRA.
A complete description o f the requirements for the preparation o f
a reserve study can be found in the publication titled “National
Reserve Study Standards o f the Community Associations Insti
tute” which is published by the Community Associations Insti
tute (CAIOnline.org).
The auditor should apply certain limited procedures to the re
quired supplementary information referred to in paragraph 4.33
o f the CIRA Guide. Auditors should also refer to and comply
with the requirements o f AU section 558.07, Required Supple
mentary Information (AICPA, Professional Standards, vol. 1).
Specifically, as stated in paragraph 7.59 o f the CIRA Guide, pro
cedures that the auditor should consider include the following:
•

Determine by physical inspection o f the property or review
o f the CIRA’s legal or governing documents whether the
disclosure includes all major property components.

•

Compare estimates o f the costs o f major repairs and re
placements with current period expenditures and with the
annual budget, if any.

•

Inquire o f management about whether the CIRA’s prop
erty maintenance records, which reflect each component’s
replacement history, if any, were considered in determining
the information to be disclosed.

•

Inquire o f management about whether the age and condi
tion o f the components were considered in determining
the information and amounts to be disclosed.
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•

Check the mathematical accuracy of amounts disclosed.

•

Inquire o f management about whether the study was pre
pared by the board or a professional engineer (reserve spe
cialist [RS]) and whether the methods and bases for
estimating the amounts disclosed are documented. Con
sider whether those methods and bases are reasonable. If
the study was conducted by the board, consider whether
the source o f the information used to estimate the useful
lives and current or future repair and replacement costs, for
example, bids from contractors or technical manuals on
useful lives o f various components, are reasonable. Also,
the auditor may consider determining whether or not the
preparer has their RS designation as a way o f confirming
that the study was completed in conformance with the N a
tional Reserve Study Standards which are referenced in
Chapter 3 o f the CIRA Guide.

•

Inquire if interest is a factor in the reserve study. If it is the
auditor should ensure that the interest is retained in the re
maining replacement fund.

•

Inquire if inflation is a factor in the reserve study. If it is not
the auditor should recommend an annual review o f the re
placement costs.

•

Inquire o f management as to the age o f the study.

Audit and Attestation issues and Developments
Specific Audit Considerations
As the residential real estate market continues to cool, auditors o f
CIRAs must be conscious o f the various financial impacts a
cooldown may have on the CIRAs financial situation.
For those CIRAs still under declarant control, the auditor should
determine whether the current annual budget is sufficient to
meet all o f the CIRAs operating needs and still provide for the fu
ture replacement o f its common elements. The annual budget
should be reviewed and compared to the services that the CIRA is
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currently receiving as stated in paragraph 5.04 o f the CIRA
Guide regarding the budget process. A declarant o f a CIRA may
try to continue to operate under a budget which is not adequate
so that it will not have to raise the maintenance assessments,
which could result in a reduction in sales o f units.
The notes to a CIRAs financial statements should include the fol
lowing disclosures:
•

The number o f units (shares for cooperative housing corpo
rations and weeks for time-share associations) owned by the
developer as stated in paragraph 4.22 of the CIRA Guide.

•

The developer or other parties may provide the CIRA with
some o f its revenues. If 10 percent or more o f a CIRAs rev
enues are derived from any one source, that fact and the
amount o f revenue from each source should be disclosed as
stated in paragraph 4.25 o f the CIRA Guide.

•

Whether the CIRAs board o f directors is controlled by the
developer (declarant) as stated in paragraph 7.20 o f the
CIRA Guide.

The auditor engaged by a CIRA should consider the effects, if
any, o f the declarant's influence on the CIRAs financial condition
as discussed in paragraph 1.26 o f the CIRA Guide.
The auditor should make sure that the boards o f all CIRAs care
fully monitor their cash disbursements by reviewing all invoices
to ensure that all expenses incurred by the CIRAs are for valid ex
penses o f the CIRA and not those o f the declarant or any one else
that may be seeking unapproved personal payments.
The auditor o f a CIRA which utilizes a CIRA board that is man
aged by an outside management company should consider hav
ing the board approve all invoices prior to their being processed
for payments, which may be more reasonable for unusual, nonre
curring type o f expenses. If a management company manages
similar-named entities or multiple communities at a similar loca
tion, the CIRA board should have a policy instituted to carefully
review the invoices noting the date o f the service, the service pro
vided, the location o f the service, and the quantity, if it is on a per
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unit or some other type o f quantified basis. The auditor should
consider the instituted policy and the extent to which the board
o f directors monitors and controls the managing agents’ activities
related to the CIRA to insure proper authorization and payment
procedures. Since the managing agent provides the CIRA with
bookkeeping and accounting services, the auditor should con
sider AU section 324, Service Organizations (AICPA, Professional
Standards, vol. 1), which provides guidance on the factors an in
dependent auditor should consider when auditing the financial
statements o f an entity that uses a service organization to process
certain organizations. When the CIRA uses a managing agent
during less than favorable economic times the auditor may also
consider the following as discussed in paragraph 7.17 o f the
CIRA Guide:
•

The manner in which the managing agent is compensated,
such as the use o f fixed fees or otherwise.

•

Whether the CIRA maintains separate records for transac
tions initiated by the managing agent, if any.

•

The policy or board review o f managing agent reports.

•

The control program used by the agent with respect to its
client, the association.

The auditor o f a CIRA should recommend that the CIRA board
review on a monthly basis the budget versus actual financial state
ments and balance sheet. Since the operations o f most CIRAs are
based on budgets, the auditor may consider a CIRAs budgeting
procedures during the audit. AU section 329, Analytical Proce
dures (AICPA, Professional Standards, vol. 1), provides guidance
on the use o f analytical procedures and requires the use o f analyt
ical procedures in the planning and overall review stages o f all au
dits. The auditor should consider comparing actual results with
budgeted amounts and investigating significant variances as an
analytical procedure in the audit o f a CIRA. It is preferred that
these statements be prepared on an accrual basis following gener
ally accepted accounting principles (GAAP), however, if the
board agrees, the cash method, which is not in conformity with
GAAP, can be used. Readers should refer to SAS No. 62, Special
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Reports (AICPA, Professional Standards, vol. 1, AU sec. 623), as
amended, for guidance on auditors’ reports on financial state
ments prepared on a comprehensive basis o f accounting other
than GAAP. Note that it is not unusual for the monthly financial
statements to be prepared on the cash or modified cash basis, and
converted to accrual basis at the end o f the year. The budget
should be seasonalized so the proper expenses appear in the
proper period and all major variances should be investigated. The
maintenance assessments (more commonly referred to as just “as
sessment”) delinquency report should be monitored carefully as
there may be increasing delinquencies if the economy weakens.

Initial Operating Period
During the startup o f operations o f a condominium or homeown
ers association, the developer has a majority of the members of the
board o f directors, and therefore, the CIRA is considered to be
under developer control. An auditor engaged by a CIRA should
consider the effects, if any, o f the declarant’s influence on the
CIRA’s financial condition during the initial operating period in
which the developer (declarant) generally controls the CIRA’s
management, policy setting, and finances. (The initial operating
period is discussed further in paragraph 7.20 of the CIRA Guide.)
Since the interests of the developer and the homeowners may be
divergent, this period o f the CIRA’s life deserves special attention.
In Florida, for example, the condominium statutes require that
after turnover o f control an audit must be conducted covering the
period from the association’s inception through the date o f
turnover. If none o f the fiscal years during the developer-con
trolled period have been audited, the full cost o f such an audit
must be borne by the developer. (Readers should refer to state
statutes on developer transition with respect to homeowners asso
ciations that are not condominiums.) The auditor should keep in
mind that, although the developer may pay for the audit, the
CIRA is nevertheless the client. Therefore, since the developer’s
interests may be adverse to those o f the CIRA, the auditor should
take into consideration that the developer is in control in ad
dressing the risk factors. For example, auditors should consider
focusing in on the following areas o f an initial operating period:
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1. Developer assessments on unsold units.
2. Expenses, particularly in connection with potential pay
ment o f developer's obligations.
3. If the developer is guaranteeing that the common expenses
will not exceed amounts assessed to unit owners other than
the developer, care should be exercised as to the following:
a. The determination o f the proper expiration date o f the
deficit guarantee period.
b. The calculation o f assessments to unit owners other
than the developer.
c. The proper cutoff o f accounts payable and accrued ex
penses at the end o f the deficit guarantee period.
d. That the rate o f assessment is unchanged during the
deficit guarantee period.
4. Whether there is a proper utilization, in accordance with
the state statutes and condominium documents, o f capital
contributions collected from initial unit owners.
5. Whether funding for capital replacement and deferred
maintenance (“reserves”) have been properly funded, or, if
funding was waived, that the waiver complied with the
state statutes or the CIRAs governing documents.
6. Related party transactions, for example a master association
under developer control, or management and maintenance
companies owned by the developer.
When making the selection o f auditors to conduct the “turnover”
audit, oftentimes the developer selects the same accounting firm
that services the developer. Although there may not be any inde
pendence rulings prohibiting that accounting firm from accepting
the CIRA as a client, the accounting firm should evaluate whether
there will be any questions o f perceived lack o f independence. A
member o f the AICPA who is engaged to audit a CIRA in accor
dance with generally accepted auditing standards (GAAS) must be
independent. In making a judgment about whether he or she is
independent, the member should be guided by Rule 101, Inde
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pendence, o f the AICPA Code o f Professional Conduct (AICPA,
Professional Standards, vol. 2, ET sec. 101), its interpretations, and
the Ethics Rulings under it.1 In assessing their independence, au
ditors should also consider the guidance set forth under Ethics
Ruling No. 31 under Rule 101 (AICPA, Professional Standards,
vol. 2, E T sec. 101.061-.062). Also, auditors performing audits of
CIRAs should be familiar with condominium, homeowners asso
ciation, and cooperative housing corporation’s statutes in the
states and/or jurisdictions in which the CIRA is located.

For instance, under Florida statutes, the turnover audit must in
clude the following procedure: “The auditor perform ing the
audit shall examine to the extent necessary supporting docu
ments and records, including the cash disbursements and related
paid invoices to determine if expenditures were for CIRA pur
poses and the billings, cash receipts, and related records to deter
mine that the developer was charged and paid the proper
amounts o f assessments.”
After the turnover audit is released, boards of directors, now con
trolled by unit owners other than the developer, frequently engage
another accounting firm to evaluate the turnover audit. Procedures
for this evaluation can be agreed upon with the board, and an en
gagement letter entered into in accordance with agreed upon proce
dures set forth in the AICPA attestation standards, AT section 201,
Agreed-Upon Procedures Engagements (AICPA, Professional Standards,
vol. 1). The accountant applying agreed-upon procedures should
obtain evidential matter from applying agreed-upon procedures to
provide a reasonable basis for the finding or findings expressed in his
or her report (AICPA, Professional Standards, vol. 1, AT sec.
201.16). Examples o f some procedures that the accountant may
consider are as follows:
1. Revised Ethics Ruling No. 31 under Rule 101, “Performance of Services for Com
mon Interest Realty Associations (CIRAs), Including Cooperatives, Condominium
Associations, Planned Unit Developments, Homeowners Associations, and Timeshare Developments” (AICPA, Professional Standards, vol. 2, ET sec. 101.06l-.062),
states that an auditor’s independence would not be considered to be impaired if cer
tain conditions are met with respect to an engagement to perform services for a
CIRA if the member or member’s firm is associated with, or is a member of, the
CIRA as the result of ownership or lease o f real estate.
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1. Ascertain whether the charges to the developer (assess
ments and/or deficit contributions) are in compliance with
the CIRAs documents and the state statutes.
2. Obtain or prepare a summary of the components compris
ing the amount due from (to) the developer.
3. Ascertain whether the predecessor auditor performed proce
dures to determine if any CIRA disbursements were for de
veloper-related obligations. If not, perform such procedures.
4. Determine if capital contributions were received on all ini
tial unit purchases and whether such funds were utilized
for their intended purposes.
5. Determine if amounts for future major repairs and replace
ments (“reserves”) were properly funded or waived.
Other considerations for accountants during the initial operating
period and for the periods thereafter include:
1. Numbers o f units that are in control o f the developer or
other groups. Readers should refer to paragraph 4.22 o f
the CIRA Guide for related disclosures.
2. Instances where maintenance fees are kept artificially low
in order to induce sales. In such cases, how will the CIRA
make up for prior deficits, while at the same time, be able
to fund the C IR A s future operations at a significantly
higher assessment level?
3. Developers often have their associations enter into lease
arrangements for office and maintenance equipment. Such
leases could be capital in nature. In those cases, the ac
countant should raise the question as to whether those as
sets should be expensed as they generally are under
prevalent industry practice, as noted in paragraphs 2.08
through 2.10 o f the CIRA Guide.
During a period in which many CIRAs have suffered significant
casualty losses from natural disasters, the boards need to address
the responsibilities o f the developer for funding shortfalls in in
surance proceeds. The auditor should consider whether a CIRAs
28

insurance coverage complies with statutory or other documen
tary requirements.

Special Audit Issue Related to Mixed-Use Projects
Expense allocations between the various members and unit types
o f a CIRA that are in a mixed-use project must be carefully consid
ered during the audit process. The auditor should consider the ap
propriate auditing procedures to determine if the expenses are
being properly allocated on a reasonable and consistent basis. The
expenses should be allocated in compliance with the CIRA’s gov
erning documents and the budget included in the offering state
ment. Furthermore the expense allocations may affect the
surplus/deficit for a particular member and unit type and therefore
future maintenance assessments for the different members and
unit types. Audit procedures applied to assessment revenues should
include testing whether amounts assessed to individual owners
have been computed in accordance with the CIRAs documents.

Interest Rate Risk for CIRAs That Borrowed Money a Few Years Ago
Banks have found a lending niche in the CIRA market. In the past
few years, there has been an increase in associations taking out large
dollar amount loans for major repair and replacement projects. The
terms o f those loans vary; however, quite often, the interest rates are
adjustable. Some o f these loans were originally taken out several
years ago when interest rates were much lower than they are cur
rently. For these adjustable rate loans, payments periodically adjust
to market rates. This may occur as often as quarterly or annually,
while other loans adjust after three to five years. If the association
has a loan that is several years old and is just now adjusting, the as
sociation will be making a much larger loan payment, and the im
pact may be as much as 25 percent to 30 percent higher.
The loans are generally secured by future assessments. If the associa
tion has included the loan payment as part of its annual budget and
increased the members’ assessments, these loan increases will have to
be part of the annual budgeting process. The association needs to
look into the future budgeting period to determine when the adjust
ment will take place and estimate the impact on the budget.
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If the loan payment is secured by special assessments from the
members, those special assessment amounts will need to be ad
justed according to the rate increase. Quite often, the members
are given the option o f paying the special assessment in full at the
time o f the loan, at the time o f resale o f their unit, or at any cho
sen time. Those payments that were received for payment o f their
portion o f the special assessment should have been applied to the
principal o f the loan, leaving a loan balance that approximates the
remaining receivable balances. Thus, only those homeowners
who chose to finance their portion o f the special assessment will
be affected by the interest rate increase. The overall affect o f this
may be that these owners are also affected by rate increases in
their own home mortgages and may be more at risk for default. If
the association is unable to collect that portion o f the special as
sessment, due to bankruptcy or foreclosure o f the unit, the
amount o f the remaining loan payment will have to be paid from
the general budget. Also, if the association was neglectful and did
not pay down the loan as special assessment payoffs were re
ceived, the association will be affected by the increased loan pay
ment for the shortfall between what is being received by the
remaining owners and the actual payment amount.

Bad Debt Allowances
Housing prices showed annualized double-digit gains for the last
three years. Due to these increases in real estate prices, most ac
countants have seen minimal bad debt write-offs as there has
been “built in” equity in a unit, even just a few months after the
purchase o f a unit, due to the economy. Thus, if the association
has been diligent in its collection measures and has filed liens and
foreclosures, they have been able to collect the past due assess
ments, fees, and charges. Most housing markets in many areas o f
the country are now seeing a leveling off, or at the most a slight
increase or slight decrease, in housing prices. Predictions are for
this flattening off to continue through 2006 and 2007.
Added to this issue is the fact that there has been an increase in
adjustable rate and nonconforming mortgages used by owners to
purchase their homes. In the climate o f increased interest rates, as
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those loan payments are adjusted to the current rates, some
homeowners will find payment o f the monthly mortgage pay
ment difficult. Roughly $137.5 billion in residential mortgages
will face payment resets in 2006 and another $524 billion will
reset in the next four years (according to an analysis by the Union
Bank o f Switzerland, UBS AG). These loans are found in all in
come brackets.
With the softening o f the housing market in some areas, and the
increased home mortgage payments, it is probable that write-off
o f assessments to bad debt will increase in the future. It is the au
ditor’s job to determine whether management’s estimate o f the al
lowance for bad debts is reasonable. Auditors should follow AU
section 342, Auditing Accounting Estimates (AICPA, Professional
Standards, vol. 1), which provides guidance on obtaining and
evaluating sufficient, competent evidential matter in support o f
accounting estimates included in the financial statements. The
bad debts should be presented in the statement o f revenues and
expenses which presents information about all assessments, other
revenues, and expenses.
Management must make careful judgments about collectibility
and estimates o f allowances for bad debts. In the current economic
climate, you cannot use prior history as a model for analysis. Some
management companies and boards of directors do not understand
the requirement for the allowance and may not want “bad debts”
on their financial statements. The auditor needs to educate them
in the importance o f not overstating assets or revenues by includ
ing receivables or assessment income that is uncollectible.

Ensuring Management Has Expertise to Accept
Adjusting Journal Entries
The accountant’s definition o f “management” includes those
within an organization who have some type o f responsibility with
regards to the proper presentation o f the financial statements.
The auditor would generally include in that definition paid man
agement (such as a portfolio manager or on-site manager), as well
as the board o f directors.
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For non-accountants within the CIRA industry, the definition of
“management” is generally more strictly defined to mean paid
management. The auditor needs to ensure that the board o f di
rectors understands that they are included in this definition and,
in fact, are the primary members o f the “management” team.
AU section 333,03, Management Representations (AICPA, Profes
sional Standards, vol. 1), states that during an audit, management
makes many representations to the auditor, both oral and writ
ten, in response to specific inquiries or through the financial
statements. Such representations from management are part o f
the evidential matter the independent auditor obtains, but they
are not a substitute for the application o f those auditing proce
dures necessary to afford a reasonable basis for an opinion regard
ing the financial statements under audit. Written representations
from management ordinarily confirm representations explicitly
or implicitly given to the auditor, indicate and document the
continuing appropriateness o f such representations, and reduce
the possibility o f misunderstanding concerning the matters that
are the subject o f the representations.
Written representations from management should be obtained
for all financial statements and periods covered by the auditor’s
report. The specific written representations obtained by the audi
tor will depend on the circumstances o f the engagement and the
nature and basis o f presentation o f the financial statements.
The representation letter ordinarily should be tailored to include
additional appropriate representations from management relat
ing to matters specific to the entity’s business or industry. AU
section 333.17 (Appendix B, “Additional Illustrative Representa
tions”) provides examples o f additional representations that may
be appropriate. Also see Appendix B o f the CIRA Guide for il
lustrative representation letters. Generally the representation let
ter is signed by representatives from paid management and the
board o f directors.
Practitioners must assure themselves that management is taking
responsibility for the adjusting journal entries presented at the
time o f the year end engagement. Auditors may consider as a
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good practice including the following representation in the letter
signed by management, as illustrated in the representation letter
found in Appendix F, “Review o f Financial Statements— Illustra
tive Representation Letter,” o f AR section 100, Compilation and
Review o f Financial Statements (AICPA, Professional Standards,
vol. 2, AR 100.79).
We are in agreement with the adjusting journal entries you
have recommended, and they have been posted to the com
pany’s accounts. (if applicable)

In many instances, the CIRA’s accounting department may not
be sufficiently sophisticated to understand accrual adjustments.
Also, the CIRA may be run by a volunteer board o f directors with
little or no financial expertise. Even professional managers may
not have a proficiency in accounting matters.
W hile the client does not have to be a financial expert, the
practitioner must be able to assure him self or herself that the
client has som e rudim entary understanding o f the ad ju st
ments and their impact on the financial statements. Identify
ing the person(s) and educating that (those) person(s) during
the year end audit or review should be part o f the accountant’s
planning process.
In instances in which a m anagem ent com pany prepares the
CIRA’s financial statements, the auditor should consider hav
ing a representative o f the management company (for exam
ple, controller, association accountant, or its equivalent) sign
the representation letter. Frequently, the m anagem ent com 
pany will limit its representations to certain items. T he auditor
should assess the adequacy o f these representations (which
may have been agreed upon with the management company
in advance).
In obtaining representations in connection with a turnover audit,
the auditor should consider the representations o f each o f the
boards o f directors, both prior to and after the turnover. O f
course, the periods o f time to which the representations apply
should be indicated on the letter.
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The Importance of Performing Monthly Bank
Reconciliations and Fraud
Discovering one type o f fraudulent scheme before more monies
are stolen can be halted by management performing monthly
bank reconciliations on a timely basis. A fairly simple accounting
function can provide good controls if done on a consistent basis.
One such fraud committed against an association would be
where the perpetrators forged checks by gaining unlawful access
to a “real” check from the association and then duplicating that
information onto blank check stock.
The simple lesson is that associations need to be diligent in perform
ing monthly bank reconciliations in a timely manner. This fraud was
not found by the bank, but by the manager at the time of the recon
ciliation. Many associations do not reconcile their bank accounts for
months resulting in greater difficulty tracing and more monies stolen.
Other examples o f recent frauds committed against CIRAs:
•

Altering association records relating to costs and present
ing false work reports to the board.

•

At one Upper East Side New York cooperative, $4.7 million
was repaid, but the looting of its funds by a trusted treasurer
offers lessons for all co-ops and their volunteer boards.

•

Manager, in conjunction with husband, who was a printer
by trade, produces almost perfect bank statements used to
loot the reserves. “Almost” perfect because the husband
forgot to include the watermark which can be added with
most software programs.

•

Manager is allowed discretion with expenses under $ 1,000.
Manager has associations with busy financials. The man
ager has work done on personal residence, splitting in
voices on that residence (with the unwitting aid o f
vendors) into increments o f less than $1,000.

•

Manager in a cold climate has utility bills placed on a pay
ment plan, but bills the association with the real-time
usage and pockets the difference.
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•

Manager in a resort environment has work performed on
personal residence by association staff during slow time.

•

Maintenance staff person, with part-time duty o f showing
vacant units for owners and for association-owned units,
rents the units (short term) and keeps the rents.

Most such losses never get reported to anyone— the police, the
owners, the fidelity insurers, and so on— because the board does
not want the adverse publicity.
Readers should be aware that for any o f the above examples the
CIRA has to demonstrate the perpetrator’s “manifest intent” to
cause harm in order to obtain recovery from the fidelity insurer.

Practice Implications Related to the Revisions
Made by SAS No. 112
In May 2006, the AICPA Auditing Standards Board (ASB) issued
SAS No. 112, Communicating Internal Control Related M atters
Identified in an Audit (AICPA, Professional Standards, vol. 1, sec.
325). SAS No. 112 establishes standards and provides guidance
on communicating matters related to an entity’s internal control
over financial reporting (internal control) identified in an audit
o f financial statements. SAS No. 112 supersedes SAS No. 60,
Communication o f Internal Control Related M atters Noted in an
A udit (AICPA, Professional Standards, vol. 1, AU sec. 325), as
amended. The new SAS is applicable whenever an auditor ex
presses an opinion on financial statements (including a disclaimer
o f opinion) and is effective for audits o f financial statements for
periods ending on or after December 15, 2006.

How the Revisions Will Affect Practice
As you gain a better understanding o f what needs to be commu
nicated to management and those charged with governance, you
may find that there will be more control deficiencies that you:
— Identify as significant deficiencies and material weaknesses, and
-

Com m unicate to management and those charged with
governance.
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You may emphasize and therefore spend more time evaluating
identified control deficiencies than you did in the past.
Discussions With M anagem ent an d Others. The new require
ments o f SAS No. 112 may change perceptions regarding the au
ditor’s role in the client’s internal control. You may have to
explain to your clients that you, the auditor, cannot be a part of
their internal control. Only the client— not the auditor— can
correct control deficiencies. However, a CPA firm other than the
auditor can be part o f a client’s internal control. This may raise
new questions regarding the role o f outsourcing in achieving
management’s internal control objectives.

You may wish to be called upon to hold discussions with man
agement and other users o f your written communication, such as
regulators, to explain why the nature and extent o f the internal
control matters communicated to management and those
charged with governance are different from the matters commu
nicated in prior years. One reason is that the definitions have
changed because o f the introduction o f the term significant defi
ciencies and its definition as well as a new definition o f material
weaknesses. Another reason is that you have to include significant
deficiencies and material weaknesses identified and communi
cated in previous years in your written communication as long as
these deficiencies have not been remediated. You may need to ex
plain to management and other users that you are required to in
form them o f the significant deficiencies and material weaknesses
every year as long as those deficiencies still exist.
You may also need to hold discussions with management and other
users who ask how you were able to express a clean opinion on the
financial statements when material weaknesses in internal control
were present. You may wish to explain that your audit was de
signed to provide reasonable assurance that the financial state
ments are free from material misstatements. Internal control
should be designed to prevent or detect material misstatements. As
previously stated, the auditor cannot be part o f a client’s internal
control. You can express a clean opinion on the financial state
ments even though material weaknesses in internal control are pre
sent, because you performed sufficient procedures and obtained
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appropriate audit evidence to afford reasonable assurance that the
financial statements are free from material misstatement. However,
these procedures do not correct or remediate control deficiencies;
the deficiencies in internal control could still result in a material
misstatement not being prevented or detected by the client.

Issues for Audits of Smaller Entities
One issue that may arise in audits o f smaller entities is the possi
bility o f increased costs as a result o f the auditor time spent docu
menting his or her evaluation o f internal control and evaluating
identified control deficiencies.
Another issue that may cause concern is the extent to which you
(as the auditor) may be involved in the drafting o f an entity’s fi
nancial statements. It is a strong indication o f material weakness
in internal control if your client has ineffective controls over the
preparation o f its financial statements such that client controls are
absent or controls are not effective in preventing or detecting ma
terial misstatements in the preparation o f financial statements, in
cluding the related notes. Although the auditor can propose
adjustments and assist in assembling or drafting the financial
statements, the auditor cannot establish or maintain the client’s
controls, including monitoring ongoing activities, since doing so
would impair independence.2 How an auditor responds to a
client’s internal control weakness, in terms o f designing and carry
ing out auditing procedures, does not affect or mitigate a client’s
internal control weakness. Just as an auditor’s response to detec
tion risk is independent o f the client’s control risk, so too the au
ditor’s response to a control weakness by assisting in drafting the
financial statements does not change the control weakness.
Possible Opportunities. The new requirements o f SAS No. 112
introduce possible opportunities for you. You can help clients
evaluate the cost-benefit implications o f improving their internal
control, including training their personnel to be more knowl
edgeable. You can also teach your clients how to develop a risk as
sessment approach to designing internal control.
2. See Ethics Ruling 101-3, “Performance of nonattest services,” o f AICPA Code of
Professional Conduct (AICPA, Professional Standards, vol. 2, E T sec. 101.05).
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Help D esk— See the AICPA Audit Risk Alert Understanding

SAS No. 112 and Evaluating Control Deficiencies—A Compan
ion to SAS No. 112 (product no. 022536kk) for a thorough dis
cussion o f SAS No. 112.

Audit Documentation
In December 2005, the AICPA ASB issued SAS No. 103, Audit
Documentation (AICPA, Professional Standards, vol. 1, AU sec.
339). SAS No. 103 supersedes SAS No.
Audit Documentation
(AICPA, Professional Standards, vol. 1, AU sec. 339), and amends
SAS No. 1, Codification o f A uditing Standards and Procedures
(AICPA, Professional Standards, vol. 1, AU sec. 530, “Dating of
the Independent Auditors Report”), as amended. SAS No. 103
establishes standards and provides guidance to auditors o f nonis
suers on audit documentation. The auditor must prepare audit
documentation in connection with each engagement in sufficient
detail to provide a clear understanding o f the work performed
(including the nature, timing, extent, and results o f audit proce
dures performed); the audit evidence obtained and its source; and
the conclusions reached. Audit documentation:
1. Provides the principal support for the representation in the
auditor’s report that the auditor performed the audit in ac
cordance with generally accepted auditing standards (GAAS).
2. Provides the principal support for the opinion expressed
regarding the financial information or the assertion to the
effect that an opinion cannot be expressed.
Audit documentation is an essential element o f audit quality. Al
though documentation alone does not guarantee audit quality,
the process o f preparing sufficient and appropriate documenta
tion contributes to the quality o f an audit.
Audit documentation is the record o f audit procedures per
formed, relevant audit evidence obtained, and conclusions the
auditor reached. Audit documentation, also known as working
papers or workpapers, may be recorded on paper or on electronic
or other media. When transferring or copying paper documenta
tion to another media, the auditor should apply procedures to
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generate a copy that is faithful in form and content to the original
paper document.3
Audit documentation includes, for example, audit programs,4
analyses, issues memoranda, summaries o f significant findings or
issues, letters o f confirmation and representation, checklists, ab
stracts or copies o f important documents, correspondence (in
cluding e-mail) concerning significant findings or issues, and
schedules of the work the auditor performed. Abstracts or copies
o f the organization’s records (for example, significant and specific
contracts and agreements) should be included as part o f the audit
documentation if they are needed to enable an experienced audi
tor to understand the work performed and conclusions reached.
The audit documentation for a specific engagement is assembled
in an audit file.5
The auditor need not retain in audit documentation superseded
drafts o f working papers or financial statements, notes that reflect
incomplete or preliminary thinking, previous copies o f docu
ments corrected for typographical or other errors, and duplicates
o f documents.
In addition to the objectives set out in paragraph 3 of SAS No. 103,
audit documentation serves a number of other purposes, including:
•

Assisting the audit team to plan and perform the audit;

•

Assisting auditors who are new to an engagement by being
able to review the prior year’s documentation, allowing
them to understand the work performed as an aid in plan
ning and performing the current engagement;

•

Assisting members o f the audit team responsible for super
vision to direct and supervise the audit work, and to review
the quality o f work performed;

3. There may be legal, regulatory, or other reasons to retain the original paper document.
4. See Statement on Auditing Standards (SAS) No. 22, Planning a n d Supervision
(AICPA, Professional Standards, vol. 1, AU sec. 3 1 1.05A), as amended, for guidance
regarding preparation o f audit programs.
5. The audit documentation contained within the audit file may consist o f cross-refer
ences to documentation for audit engagements with related entities.
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•

Demonstrating the accountability o f the audit team for its
work by documenting the procedures performed, the audit
evidence examined, and the conclusions reached;

•

Retaining a record of matters o f continuing significance to
future audits o f the same organization;

•

Assisting quality control reviewers (for example, internal
inspectors) who review docum entation to understand
how the engagement team reached significant conclu
sions and whether there is adequate evidential support for
those conclusions;

•

Enabling an experienced auditor to conduct inspections or
peer reviews in accordance with applicable legal, regula
tory, or other requirements; and

•

Assisting a successor auditor who reviews a predecessor au
ditor's audit documentation.

For the purposes o f SAS N o. 103, experienced auditor means
an individual (whether internal or external to the firm) who
possesses the competencies and skills that would have enabled
him or her to perform the audit. T hese com petencies and
skills include an understanding o f (1) audit processes, (2) the
SASs and applicable legal and regulatory requirements, (3) the
business environment in which the entity operates, and (4)
auditing and financial reporting issues relevant to the organi
zation’s industry.
SAS No. 103 provides guidance on the form, content, and extent
o f audit documentation. It also discusses how to document sig
nificant findings or issues including documenting audit evidence
that is identified as being contradictory or inconsistent with the
final conclusions, and how the auditor addressed the contradic
tion or inconsistency. This SAS requires the identification o f the
preparer and reviewer o f the audit work. In addition, it provides
guidance on audit documentation o f the specific items tested,
documentation if there is a departure from a SAS, revisions to
audit documentation made after the date o f the auditor’s report,
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and the ownership and confidentiality o f audit documentation.
See SAS No. 103 for specific guidance.
Another key provision o f this standard is the amendment of para
graphs .01 and .05 o f AU section 530. AU section 530.01 now
requires that “the auditor’s report not be dated earlier than the
date on which the auditor has obtained sufficient appropriate
audit evidence to support the opinion” and the footnote to this
paragraph describes sufficient appropriate audit evidence as “evi
dence that the audit documentation has been reviewed and that
the entity’s financial statements, including disclosures, have been
prepared and that management has asserted that they have taken
responsibility for them.” Application o f the rules may require re
vising the process used by your firm at the end o f fieldwork to in
clude a field review o f audit workpapers and financial statements.
For some firms an additional visit to the client’s office to update
subsequent event analysis and management’s representations may
be required as well.
Furthermore, the auditor should complete the assembly o f the
final audit file on a timely basis, but within 60 days following the
report release date (documentation completion date). Statutes,
regulations, or the audit firm’s quality control policies may spec
ify a shorter period o f time in which this assembly process should
be completed.

Retention of Working Papers
SAS No. 103 says that the auditor should adopt reasonable pro
cedures to retain and access audit documentation for a period o f
time sufficient to meet the needs o f his or her practice and to sat
isfy any applicable legal or regulatory requirements for records re
tention. Such retention period, however, should not be shorter
than five years from the report release date. Statutes, regulations,
or the audit firm’s quality control policies may specify a longer re
tention period.
The SAS is effective for audits o f financial statements for periods
ending on or after December 15, 2006.
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Accounting issues and Developments
CIRA Note Disclosures
Many CIRAs rely on the accountant for guidance in the prepara
tion o f the financial statements. The financial statements should
include any disclosures that would be appropriate to assist the
reader to better understand them. The homeowners, who are the
ultimate users o f the financial statements, quite often have their
biggest investments in their homes within the association. How
ever, in most instances, these “investors” do not know how to
read the financial statements. Note disclosures can assist in over
coming this hurdle.
Mold Remediation Disclosure
When mold is found and remediated within an association, the
total financial im pact may be unknown for various reasons.
First, there may be little or no insurance coverage for the event.
Next, the association may not have a clear policy as to the asso
ciation’s responsibility versus the homeowner. Last, it is a hid
den problem , so the extent is not known until exposed or a
period o f time passes. Thus, the CPA should consider including
some type o f contingency note to the financial statements ex
plaining that the condition exists, remediation is (or is not) on
going, and that the total financial impact cannot be determined
at this time.
Auditors should review the minutes from the board o f directors
meetings for such matters as approvals for mold remediation ex
penditures. Also, review o f large unusual repair expenses or re
placement fund expenses can uncover mold remediation.
Furthermore, the auditor should consider whether the CIRA’s
insurance coverage complies with statutory or other documen
tary requirements. Although Financial Accounting Standards
Board (FASB) Statement of Financial Accounting Standards No. 5,
Accounting fo r Contingencies, does not require the disclosure of
noninsured or underinsured risks, it states specifically that it does
not discourage such disclosures.
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Related Party Transactions Disclosure
The most common related party transactions in CIRAs involve
the developer or management companies. Developer transactions
are easy to find and research, as it is general knowledge when a
developer is still involved with the association. However, when a
management company performs duties outside the basic manage
ment contract it may not be readily known. Care needs to be
taken by the accountant to inquire as to whether the manage
ment company or board o f directors (and their immediate fami
lies) provides goods and services to the association. Examples
include the following:
•

A board member is the broker at the brokerage firm in
charge o f the associations investments.

•

A board member is the associations insurance agent.

•

The management company has a separate landscape com
pany (sometimes under a different name) that services the
association.

Such services may require disclosure in conformity with FASB
Statement No. 57, Related Party Disclosures. If the related party
transactions mentioned above exist, there is a requirement to dis
close such transactions to the membership. The accountant may
also want to inquire if the conflict o f interest was disclosed to the
membership at the time the contract was entered into and if
proper conflict-of-interest procedures were followed, such as the
board member abstaining from voting on the contract. Addition
ally, when a related party is involved the CIRA should exercise
due diligence by getting other bids or reviewing the contract on
an annual basis.
CIRAs often enter into agreements or contracts with agents or
others not directly managed by the CIRA to provide services to
unit owners, such as operation o f recreational facilities or garages.
The auditor may find it necessary to review provisions o f such
contracts or agreements and consider whether the board was au
thorized to enter into the contracts and transactions pursuant to
the contracts and whether related account balances are appropri
43

ately recorded and disclosed in the financial statements. The au
ditor should also consider whether commitments for long-term
contracts have been disclosed when appropriate.
The auditor should refer to the guidance in AU section 334, Re
lated Parties (AICPA, Professional Standards, vol. 1), to determine
the existence o f related-party relationships and transactions with
such parties as some individual board members, officers, or devel
opers which may provide CIRAs with insurance, maintenance, or
management services. For example, the auditor o f a CIRA may
consider recommending that the CIRA board have each member
sign a document stating that neither they, their immediate family,
nor any other lineal ancestor, has an ownership interest in any en
tity which provides a service to the CIRA, other than those ven
dors which are disclosed on the signed form. This procedure would
help document all related parties and inform all board members of
such related parties. Additional procedures such as having the
board member abstain from voting on a contract with a related
party or using a closed bid process may also be considered.
Furthermore, AU section 334 states that, in auditing related-party
transactions that are identified during the course o f the audit, the
independent accountant should be aware that the substance o f a
particular transaction could be significantly different from its
form and that financial statements should recognize the substance
o f particular transactions rather than merely their legal form. Ex
cept for routine transactions, it will generally not be possible to
determine whether a particular transaction would have taken
place if the parties had not been related, or, assuming it would
have taken place, what the terms and manner o f settlement would
have been. Accordingly, it is difficult to substantiate representa
tions that a related-party transaction was consummated on terms
equivalent to those that prevail in arm’s-length transactions.

Special Assessment Disclosures
Special assessments are enacted for a variety o f reasons with a va
riety o f repayment plans. The footnotes should adequately ex
plain the reason for the special assessment, the timing o f the
assessment and the repayment terms. Also, the summary o f sig
44

nificant accounting policies should include the special assess
ments revenue recognition policy. At the end o f the year, the re
maining special assessments should be summarized, including the
amount o f deferred revenue.
Below are a few examples o f special assessment disclosures:
The Association established three special assessments in a prior
year. Beginning February 1, 2001, there was a special assess
ment o f $4,892.24 per unit which could be paid at the rate o f
$72.86 per month. The monthly payment amount in 2005
was $62.95. The stated purpose for the assessment was reserves
and settlement. Beginning October 1, 2001, there was a spe
cial assessment o f $3,428.57 per unit which could be paid at
the rate o f $54.29 per month. The monthly payment amount
in 2005 was $46.87. The stated purpose for the assessment was
for streets. Beginning February 1, 2002, there was a special as
sessment o f $2,253.86 per unit which could be paid at the rate
o f $16.85 per month. The monthly payment amount in 2005
was $12.72. The stated purpose for the assessment was for fire
places. Homeowners were given the option o f paying any or all
o f the assessments in full or paying on a monthly basis over a
period o f eight years. Monthly payments were to be adjusted to
coincide with the prevailing interest rate. This did not occur in
2005. The payments were still at the 2004 interest rate.
In a prior year, the membership approved a special assessment
in the amount o f $3,100.00 per unit (total $623,100.00) to be
used solely for payment o f the costs o f applying a barrier coat
ing material to the common area potable hot and cold water
pipes and related costs. The members had the option o f paying
the amount in full by September 1, 2003 or paying $60.00 per
month for 40 months beginning September 1, 2003. Twentyfive homeowners were making payments at year end.
There was an emergency special assessment in the current year
to install caissons and underpinning in one o f the buildings
due to slope failure. The Association’s board o f directors re
ceived a report from an engineer stating that a building was ex
periencing serious signs o f failure due to slope subsistence. The
special assessment was $4,000 per unit for a total o f $408,000.
The unit owners had the option o f making four payments o f
$1,000 each for the months o f July through October 2005. At
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the end o f the year, the outstanding special assessments receiv
able was approximately $12,000.

As discussed in paragraph 7.53 o f the CIRA Guide, when audit
ing special assessments receivable, the auditor should design tests
to provide reasonable assurance that—
•

All assessments receivable owed to the CIRA at the bal
ance-sheet date are recorded.

•

Recorded assessments receivable represent amounts owed
to the CIRA at the balance-sheet date.

•

Assessments receivable are properly described and classified
in the financial statements.

The auditor may achieve these objectives by performing substan
tive tests or a combination o f substantive tests and tests o f control
activities. Substantive tests for determining the existence and ac
curacy o f receivables include confirmation o f the amount receiv
able by direct communication with parties owing amounts to the
entity being audited and tests o f subsequent receipts. SAS No.
67, The Confirmation Process (AICPA, Professional Standards, vol.
1, AU sec. 330), provides guidance about the confirmation
process in audits performed in accordance with GAAS. If replies
to confirmation requests are not received or if the replies are not
satisfactory, the auditor should obtain satisfaction about the exis
tence and accuracy o f assessment receivable balances by alterna
tive procedures such as examining subsequent cash receipts and
the existence o f liens filed against units, although such liens do
not assure the collectibility o f assessments receivable.
In practice, confirming assessments receivable may not be an ef
fective procedure because members generally do not return the
confirmation or return inadequate replies, thus requiring alterna
tive procedures. Further, alternative procedures may be the most
effective method o f substantiating assessments receivable balances
because these are normally collected shortly after assessment. The
balances that are uncollected normally require the auditor to con
sult with management, legal counsel, or both regarding col
lectibility. In accordance with SAS No. 67, auditors who omit
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confirmation procedures must document the reasons why those
procedures were omitted.

Replacement Fund Disclosures
The CIRA Guide gives some examples o f the basic replacement
fund disclosures. Since the replacement fund is a critical part of
the association and is not found in other industries, the accoun
tant should consider whether additional disclosures are appropri
ate to assist the reader o f the financial statements. Some examples
include the following:
•

The most recent reserve study recommends a special assess
ment o f $X,XXX for each homeowner in the upcoming
year. This has/has not been adopted by the board/members.

•

The board chose to use replacement fund monies for mold
remediation, which is not a component o f the reserve
study. The reserve study will be re-computed to calculate
the impact on future funding.

•

The association is X percent funded according to the latest
reserve study.

•

The association is funding for components with a life o f 30
years or less. There are additional components with lives o f
over 30 years which are not included in this calculation.

•

The association budgeted $XX,XXX to be transferred to
the replacement fund. No monies were actually deposited
into the replacement fund for the year, and the association
has no plans on repaying these unfunded amounts.

•

In order to save finance charges, the board has chosen to
borrow the earthquake insurance premium from the re
placement fund. This will be repaid in twelve equal monthly
payments from the operating fund. At the end o f the year,
there were five months remaining for a total of $X,XXX.

If the disclosures about a CIRAs funding for future major repairs
and replacements required by paragraph 4.27 o f the CIRA Guide
are absent or inadequate, the auditor should consider modifying
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his or her report, as discussed in AU section 508, Reports on Au
dited Financial Statements (AICPA, Professional Standards, vol. 1).

Deficit Equities and Net Losses
In some areas of the country, there is more resistance by boards of
directors against increasing their assessments to adequately cover
operating expenses and the funding o f the replacement fund. This
appears to be related to the fact that homeowners’ budgets are
tightened due to increased mortgage payments, higher fuel prices,
and the general debt level of homeowners. Additionally, in associa
tions where the vast majority of owners are on a fixed income, there
is the same resistance. Thus, the decision is being made to leave as
sociation assessment amounts the same as the prior year, or with a
minimal increase. This is not reasonable in relation to the same eco
nomic conditions causing association expenses to increase.
Due to lack o f knowledge as to how to read a financial statement,
boards o f directors and managers may not be aware that the asso
ciation is operating at a loss or that the operating fund (members’
equity) is running a deficit balance. This is especially true if
monies are being borrowed from reserves so that there is suffi
cient cash flow to pay the bills, or if the manager or accounting
personnel is holding the payments to vendors. This is further en
hanced in that the financial statements are prepared on the cash
basis o f accounting or not on a fund balance which would show
the amount due between the funds. Co-ops have significant de
preciation so they usually show net operating losses and deficit
equity. The test the auditor and financial statement users should
make is whether the deficit equity is less than accumulated depre
ciation. If no, the co-op is in trouble.
In order to function effectively, the board o f directors should
make a valid attempt to understand the issues associated with
C IR A governance and the evolving accounting and auditing
regulatory environment. The resources available in the “Improv
ing the Audit Committee” section o f the AICPA Web site ad
dress these issues, and help audit com mittee members
understand how to develop efficient committee processes and
engage in active and effective oversight to achieve financial liter
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acy. Readers may refer the boards o f directors o f their C IRA
clients to www.aicpa.org/audcommctr/homepage.htm for guid
ance to achieve financial literacy.
The Community Associations Institute (CAI) recommends in its
M -206 Financial Management course, which is required to be
come a Professional Community Association Manager (PCAM),
that an association have a minimum o f 2 percent to 5 percent of
the annual budget as a balance in the operating fund for contin
gencies, with 10 percent to 15 percent being “very good.” CAI
considers this to be a good rule o f thumb. Additionally, the CAI
course recommends one month o f operating expenses to be in the
operating cash account. These are just recommendations and
may differ based on the CIRAs circumstances.
The practitioner may want to consider either meeting with the
board o f directors or discussing the issue in a management letter to
ensure that the board is aware o f the current financial condition.

Staff Accounting Bulletin No. 108
On September 13, 2006, the Securities and Exchange Commis
sion (SEC) released Staff Accounting Bulletin (SAB) No. 108,
Topic 1N , “Considering the Effects o f Prior Year Misstatements
when Quantifying M isstatements in Current Year Financial
Statements.” The issuance provides interpretive guidance on how
the effects o f the carryover or reversal o f prior year misstatements
should be considered in quantifying a current year misstatement.
There have been two common approaches used to quantify such er
rors. Under one approach, the error is quantified as the amount by
which the current year income statement is misstated (rollover ap
proach). The other common approach quantifies the error as the cu
mulative amount by which the current year balance sheet is
misstated (iron curtain approach). Exclusive reliance on an income
statement approach can result in a registrant accumulating errors on
the balance sheet that may not have been material to any individual
income statement, but which nonetheless may misstate one or more
balance sheet accounts. Similarly, exclusive reliance on a balance
sheet approach can result in a registrant disregarding the effects of
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errors in the current year income statement that result from the cor
rection of an error existing in previously issued financial statements.
The SE C staff believes registrants must quantify the impact o f
correcting all misstatements, including both the carryover and re
versing effects o f prior year misstatements, on the current year fi
nancial statements. The SE C staff believes that this can be
accomplished by quantifying errors under both a balance sheet
and an income statement approach and by evaluating errors mea
sured under each approach. Thus, a registrant’s financial state
ments would require adjustment when either approach results in
quantifying a material misstatement after considering all relevant
quantitative and qualitative factors.
If, in correcting an error in the current year, an error is material to
the current year’s income statement, the prior year financial state
ments should be corrected, even though such a revision previously
was and continues to be immaterial to the prior year financial
statements. Correcting prior year financial statements for immate
rial errors would not require previously filed reports to be
amended. Such correction may be made the next time the regis
trant files the prior year financial statements. However, registrants
electing not to restate prior periods should follow the disclosure re
quirements specified in SAB No. 108. While the guidance out
lined in the SAB only specifically applies to public companies and
other entities whose financial information is filed with the SEC,
non-issuers may also consider this guidance when quantifying fi
nancial statement misstatements. In general, SAB No. 108 is effec
tive for financial statements for fiscal years ending after November
15, 2006, with earlier application encouraged in any report for an
interim period o f the first fiscal year ending after November 15,
2006, and filed after the SAB’s publication date o f September 13,
2006. For additional accounting and transition information, see
the issuance at www.sec.gov/interps/account/sab108.pdf.

Technical Practice Aids on Guidance for Losses
From Natural Disasters
The AICPA recently issued an accounting Technical Practice Aid
(TPA), section 5400.05, “Accounting and Disclosures Guidance
50

for Losses From Natural Disasters— Nongovernmental Entities,”
regarding the accounting and disclosures for losses from natural
disasters for nongovernmental entities.
In 2005, hurricanes devastated several states along the G ulf Coast
o f the United States, took many lives, and caused considerable
damage to entities. In its effort to provide financial reporting
guidance on accounting and disclosures o f losses from natural
disasters, AICPA staff identified certain accounting issues and
provided a road map reference to relevant accounting literature
for nongovernmental entities to assist preparers and practitioners.
For a more detailed discussion, readers should refer to the TPA at
www.aicpa.org/download/acctstd/Natural_disaster_TPA_5400.05.pdf
The AICPA has also issued the following auditing TPAs in re
sponse to the hurricanes. Auditors whose clients are affected by
the hurricanes or other natural disasters should follow the guid
ance in these TPAs, as appropriate.
•

TPA section 9070.05, “Consideration o f Impact o f Losses
From Natural Disasters Occurring After Completion o f
Audit Field Work and Signing o f the Auditor’s Report But
Before Issuance o f the Auditor’s Report and Related Finan
cial Statements”

•

TPA section 8345.01, “Audit Considerations When Client
Evidence and Corroborating Evidence in Support o f the
Financial Statements Has Been Destroyed by Fire, Flood,
or Natural Disaster”

•

TPA section 8345.02, “Considerations When Audit Doc
umentation Has Been Destroyed by Fire, Flood, or N at
ural Disaster”

Disaster Response Checklist for CFOs and Controllers
The AICPA has developed a checklist to help financial executives
navigate through the complicated task o f disaster recovery. When
a company faces a disaster, whether it is a local or regional situa
tion, it must address a variety o f issues in a timely manner. This
checklist helps walk the finance executive through disaster re
sponse in a series o f phases, outlining issues that need to be ad
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dressed to understand damage and minimize ongoing risks, in
cluding ensuring employee safety, maintaining operations, and
evaluating the company’s financial situation. To access the check
list, visit www.aicpa.org/news/2005/disaster_response.htm.

Online Disaster Recovery Resource Center
The AICPA has established a central online Disaster Recovery
Resource Center. Visit this site frequently for up-to-date informa
tion, useful links to other Web sites, and a wide range o f practical
tools on this topic. It includes resources for members to use to as
sist their employers and clients, as well as practice management
guidance for firms directly affected by Hurricane Katrina. The
site will be updated regularly; check back often.

EITF Issues and FASB Staff Positions
The FASB is very active in issuing Emerging Issues Task Force
(EITF) Issues and FASB Staff Positions (FSPs). Auditors should
visit the FASB Web site to stay abreast o f these many issues and
understand those accounting requirements that may pertain to
their clients’ financial statements. In the AICPA general Audit
Risk Alert— 2006/07 you will find a list o f selected EITF Issues
and FSPs that have been issued recently and have broad interest.

FSP No. FAS 13-1, “Accounting for Rental Costs Incurred
during a Construction Period”
Accounting guidance for leasing arrangements is provided in
FASB Statement No. 13, Accounting for Leases, as amended and
interpreted. This FSP was issued in response to questions as to
whether lessees can capitalize rental costs associated with ground
and building operating leases that are incurred during a construc
tion period. FSP No. FAS 13-1 states that there is no distinction
between the right to use a leased asset during the construction pe
riod and the right to use that asset after the construction period.
Rental costs associated with ground or building operating leases
and incurred during a construction period are therefore recog
nized as rental expense and included in income from continuing
operations. FASB Statement No. 13 and FASB Technical Bulletin
85-3, Accounting fo r Operating Leases with Scheduled Rent In
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creases, provide guidance to determine how to allocate rental costs
over the lease term,

FSP No. FAS 13-1 should be applied to the first reporting period
beginning after December 15, 2005. Earlier adoption is permitted
for financial statements or interim financial statements that have
not been issued. Lessees are required to cease capitalizing rental
costs as o f the effective date o f FSP No. FAS 13-1 for operating
lease arrangements entered into prior to the FSP's effective date.

Recent Auditing, Attestation, and Quality Control
Pronouncements and Related Guidance
Presented below is a list o f the most recent auditing, attestation,
quality control, and related guidance issued. For information on
auditing and attestation standards, quality control standards, and
related guidance that may have been issued subsequent to the
writing o f this Alert, please refer to the AICPA Web site at
www.aicpa.org/ members/div/auditstd/technic.htm.
You may also look for announcements o f newly issued standards
in the CPA Letter, Journal o f Accountancy, and the quarterly elec
tronic newsletter, In Our Opinion, issued by the AICPA’s Audit
ing Standards team and available at www.aicpa.org/members/
div/ auditstd/opinion/index.htm.
Note: SAS No. 104 through No. 111 were issued together and are
known as the “risk assessment” standards. They apply to audits
conducted in accordance with GAAS.
S tatem en t o n A u d itin g
S tandards (SAS) N o. 114
(N ovem ber 2006)
(A pplicable to audits
co n d u cte d in
accordance w ith GAAS)

The A u d itor’s Com m unication With Those
C harged With Governance

SAS N o . 113
(N ovem ber 2006)
(A pplicable to audits
co n d u cte d in
accordance w ith GAAS)

O m nibus— 2 0 0 6

(continued)
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S A S N o. 112
(M ay 2006)
(A pplicable to audits
co n d u cte d in
accordance w ith GAAS)

Com m unicating In tern al Control Related M atters
Iden tified in an A udit

SAS N o. 111
(M arch 2006)
(A pplicable to audits
co n d u cte d in
accordance w ith GAAS)

Am endm ent to Statem ent on A uditin g Standards
No. 3 9 , A u d it S am pling

S A S N o. 110
(M arch 2006)
(A pplicable to audits
co n d u cte d in
accordance w ith GAAS)

Perform ing A u d it Procedures in Response to Assessed
Risks a n d E valu atin g the A u d it Evidence O btained

SAS N o. 109
(M arch 2006)
(A pplicable to audits
c o n d u cte d in
acco rd an ce w ith GAAS)

U nderstanding the Entity a n d Its Environm ent a n d
Assessing the Risks o f M aterial M isstatem ent

SAS N o. 108
(M arch 2006)
(A pplicable to audits
co n d u cte d in
accordance w ith GAAS)

P lan ning a n d Supervision

S A S N o. 107
(M arch 2006)
(A pplicable to audits
co n d u cte d in
accordance w ith GAAS)

A u d it Risk a n d M ateriality in C onducting an A udit

SAS N o. 106
(M arch 2006)
(A pplicable to audits
co n d u cte d in
accordance w ith GAAS)

A u d it Evidence

SAS N o. 105
(M arch 2006)
(A pplicable to audits
co n d u cte d in
accordance w ith GAAS)

Am endm ent to Statem ent on A uditin g Standards
No. 9 5, G enerally A ccepted A u d itin g Standards

SAS N o. 104
(M arch 2006)

Am endm ent to Statem ent on A uditing Standards
No. 1, C o d ificatio n o f A u d itin g S tandards a n d
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(A pplicable to audits
co n d u cte d in
accordance w ith GAAS)

Procedures ( "D u e Professional C are in the
Perform ance o f Work”)

S A S N o. 103
(D ecem ber 2005)
(A pplicable to audits
co n d u cte d in
accordance w ith GAAS)

A u d it D ocum entation (A ICPA, Professional
Standards, vol. 1, A U sec. 339).
T h is SAS supersedes SAS N o. 96 o f th e sam e nam e.

S A S N o. 102

D efining Professional Requirem ents in Statem ents
on A uditin g Standards
an d
D efinin g Professional Requirem ents in Statem ents
on Standards fo r A ttestation Engagem ents

and
S tatem en t o n S tandards for
A ttestatio n E ngagem ents
(SSAE) N o. 13
(D ecem ber 2005)
(A pplicable to audits
co n d u cte d in
accordance w ith GAAS)
A IC PA A u d itin g
In terp retatio n N o. 1 o f
A U section 32 8 , A uditing
F a ir Value M easurem ents
a n d D isclosures
an d
A IC PA A u d itin g
In terp retatio n N o . 1 o f
A U section 332,
A uditin g D erivative
Instrum ents, H edging
A ctivities, a n d Investments
in Securities
(Ju l y 2005)
(A pplicable to audits
co n d u cte d in
accordance w ith GAAS)

T h is SAS establishes standards a n d provides
g uidance to an a u d ito r o f a no n issu er o n a u d it
d o c u m e n ta tio n . A u d it d o c u m e n ta tio n is an essential
elem en t o f a u d it quality. A lth o u g h a u d it
d o c u m e n ta tio n alone does n o t guarantee a u d it
quality, th e process o f p rep arin g sufficient an d
ap p ro p riate a u d it d o c u m e n ta tio n co n trib u tes to
th e q u ality o f an audit.

T hese S tatem ents define th e te rm in o lo g y th e ASB
w ill use to describe th e degrees o f responsibility
th a t th e req u irem en ts im pose o n th e a u d ito r or
th e p ractitioner.
“A u d itin g Interests in T rusts H e ld by a T h ird -P a rty
T rustee a n d R ep o rted at Fair V alue”
and
“A u d itin g Investm ents in Securities W h ere a Readily
D e term in ab le Fair V alue D oes N o t E xist”
T h ese In terp retatio n s clarify th a t sim ply receiving
a c o n firm a tio n from a th ird p a rty (in clu d in g a
trustee) does n o t in a n d o f itself c o n stitu te ad equate
a u d it evidence w ith respect to th e v aluation assertion
o f interests in trusts o r investm ents in securities. T h e
Interpretations also reiterate the responsibility o f
m an ag e m en t to in stitu te a cco u n tin g a n d financial
rep o rtin g processes for th e d eterm in atio n o f fair value
measurem ents. A ccording to the Interpretations, if th e
auditor is unable to audit the existence or m easurem ent
o f interests in investm ents in securities at th e financial
state m e n t d ate, th e a u d ito r sh o u ld consider w h eth er
th a t scope lim ita tio n requires th e a u d ito r to qualify
his o r h e r o p in io n o r disclaim an o p in io n .
(continued)

55

A IC P A T echnical
Practice A id 9 0 7 0 .0 5
(A ugust 2005)
(nonauthoritative)

“C o n sid eratio n o f Im p a c t o f Losses F rom N a tu ra l
D isasters O c c u rrin g A fter C o m p le tio n o f A u d it
Field W o rk a n d Signing o f th e A u d ito r’s R ep o rt B ut
Before Issuance o f th e A u d ito r’s R ep o rt a n d R elated
Financial S tatem en ts”

A IC PA T echnical
Practice A id 8345.01
(S eptem ber 2005)
(nonauthoritative)

“A u d it C o n sid eratio n s W h e n C lie n t Evidence an d
C o rro b o ra tin g Evidence in S u p p o rt o f th e F inancial
S tatem ents H as Been D estroyed by Fire, F lood, or
N a tu ra l D isaster”

A IC PA T echnical
Practice A id 8 3 4 5 .0 2
(S eptem ber 2005)
(nonauthoritative)

“C o n sid eratio n s W h e n A u d it D o c u m e n ta tio n H as
Been D estroyed by Fire, F lood, o r N a tu ra l D isaster”

A IC P A Practice
A lert 2005-1
(Septem ber 2005)
(n onauthoritative)

A uditing Procedures With Respect to Variable
Interest Entities
T h e pu rp o se o f this Practice A lert is to provide
guidance to a u d ito rs in p la n n in g a n d p erfo rm in g
au d itin g procedures w ith respect to variable
in terest entities.

AIC PA A u d it an d
A cco u n tin g Practice A id
(nonauthoritative)

SAS No. 70, Reports an d Employee Benefit P lan s
T h is p u b licatio n provides gu id an ce o n th e use o f
SAS N o . 70 reports in au d its p erfo rm ed in
accordance w ith GAAS. In a d d itio n , this
p u b lic a tio n includes checklists a n d form s to h elp
im p le m e n t th e guidance.

G u idance o n
M an ag em en t O verrid e
o f In tern al C o n tro ls
(nonauthoritative)

M anagem ent O verride o f In tern al Controls: The
Achilles’ H eel o f F rau d Prevention— The A u d it
Com m ittee a n d O versight o f F in an cial Reporting
T h is guidance is available th ro u g h th e A IC P A A u d it
C o m m itte e Effectiveness C e n te r at
w w w .aicpa.org/audcom m ctr (go to “S potlight Area”).

As necessary, auditors should obtain and understand the com
plete text o f the applicable standards and other guidance. You
should visit the applicable Web site for complete information.

Auditing Standards Available on AICPA Web Site
The standards and interpretations promulgated by the AICPA
ASB are available free o f charge by visiting the AICPA Audit and
Attest Standards Team’s page at www.aicpa.org/members/div/
auditstd/Auth Lit for NonIssuers.htm. Members and non
56

members alike can download the auditing, attestation, and qual
ity control standards by either choosing a section o f the codifica
tion or an individual statement number. You can also obtain
copies o f AICPA standards and other guidance by contacting the
AICPA at (888) 777-7077 or online at www.cpa2biz.com.

Recent AICPA Independence and Ethics Pronouncements
The AICPA Independence and Ethics Alert— 2 0 0 6 /0 7 (product
no. 022477kk) contains a complete update on new independence
and ethics pronouncements. This Alert can be obtained by calling
the AICPA at (888) 777-7077 or going online at www.cpa2biz.com.
Readers should obtain this Alert to be aware o f independence and
ethics matters that will affect their practice.
In addition to the other matters discussed in Independence and Ethics
Alert— 2006/07, auditors should be aware of these recent issuances
by the AICPA Professional Ethics Executive Committee (PEEC):
•

Revised Interpretation No. 501-1, “Retention o f Clients
Records” (AICPA, Professional Standards, vol. 2, E T sec.
501.02), to provide guidance to members on their ethical
responsibilities when a client or former client makes a re
quest for client records, supporting records, or other docu
ments that are in the custody or control o f the member.
The revised interpretation defines key terms and requires
that client provided records be returned to the client upon
request but that client records prepared by the member
and supporting records may be withheld if the engagement
is incomplete or there are fees due to the member for the
specific engagement. In addition, the committee has
deleted Ethics Rulings No. 182 o f E T section 591, “Ethics
Rulings on Other Responsibilities and Practices” (AICPA,
Professional Standards, vol. 2, E T sec. 591.363-.364), be
cause the substance o f this ethics ruling has been incorpo
rated into the revised Interpretation No. 501-1.

•

New Interpretation No. 101-15, “Financial Relationships”
(AICPA, Professional Standards, vol. 2, E T sec. 101.17),
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defines financial interest, direct financial interest, and indi
rect financial interest as used in Interpretation No. 101-1,
and provides guidance to members in determining whether
financial interests should be considered direct or indirect fi
nancial interests. Readers should refer to the AICPA Web
site at w w w .aicpa.org/dow nload/ethics/interpl01_l.pdf
for further information.
•

Ethics Rulings No. 113, “Acceptance or Offering o f Gifts
or Entertainment,” and No. 114, “Acceptance or Offering
o f Gifts and Entertainment to or From an Attest Client,”
under Rule 102, Integrity and Objectivity (AICPA, Profes
sional Standards, vol. 2, E T sec. 191.226-.227 and
191.228-.229, respectively), provide guidance on how a
member's offer or acceptance o f gifts or entertainment, to
or from a client (both attest and nonattest), or a customer
or vendor o f the member's employer, affects a member's in
dependence or objectivity. Readers should refer to the
AICPA Web site at www.aicpa.org/download/ethics/Gifts_
and_Entertainment_Rulings.pdf for further information.

•

The PEEC has approved the release o f “Conceptual
Framework for AICPA Independence Standards” (AICPA,
Professional Standards, ET sec. 100.01), and a related revi
sion to “Other Considerations” of Interpretation No. 101-1,
“Interpretation o f Rule 101” (AICPA, Professional Stan
dards, E T sec. 101.02) o f the Code o f Professional Con
duct. Readers should refer to the AICPA Web site at
www.aicpa.org/download/ethics/Ethics_Interpretation_
101-l_and_Conceptual_Framework.pdf for further infor
mation, including the effective date.

Readers should be aware o f the following guidance on under
standing and implementing Interpretation No. 101-3:
•

Interpretation No. 101-3, “Performance o f Nonattest Ser
vices” (as revised and adopted on January 27, 2005), can
be found online at www.aicpa.org/members/div/ethics/
intr 101-3.htm.
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AICPA Interpretation 101-3, Performance o f Nonattest Ser
vices— Understanding General Requirement No. 2 : Client
Responsibilities provides detailed answers to the most fre
quently asked questions regarding this important provision
o f Interpretation No. 101-3. Topics covered include what
is meant by having suitable skill, knowledge, and/or expe
rience for purposes o f the rule, underlying concepts sup
porting the requirement, how suitable skill, knowledge,
and/or experience can be assessed, and which client per
sonnel or other individuals can serve in this capacity. In ad
dition, this document contains a new FAQ as approved by
the PEEC on May 19, 2005, related to “routine activities”
as referenced in the Interpretation. This document can be
found online at www.aicpa.org/download/ethics/101-3_
Competency_Guidance.pdf.
AICPA Interpretation 101-3, Performance o f Nonattest Ser
vices— Requirement to Document Understanding With an
Attest Client provides clarification and guidance regarding
the requirement to document certain elements o f a nonat
test services engagement as required by Interpretation No.
101-3. Topics covered include affected clients and services,
form o f documentation, failing to document, and illustra
tive sample documentation language. In addition, this
document contains a new FAQ as approved by the PEEC
on May 19, 2005, related to “routine activities” as refer
enced in the interpretation. This document can be found
online at www.aicpa.org/download/ethics/Int._101-3_
documentation_guidance.pdf.
Bookkeeping and General Requirement Q&As (RevisedJan u 
ary 27, 2005) are based on responses o f the AICPA profes
sional ethics division staff to members’ inquiries and recent
changes to the independence guidance o f the PEEC. The
Q &As can be found online at www.aicpa.org/download/
ethics/nonattest_q_a.pdf.
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Recent Accounting Pronouncements and
Related Guidance
Presented below is a list o f accounting pronouncements and
other guidance issued since the publication o f last year’s Alert.
For information on accounting standards issued subsequent to
the writing o f this Alert, please refer to the AICPA Web site at
www.aicpa.org, and the FASB Web site at www.fasb.org. You may
also look for announcements o f newly issued standards in the
CPA Letter and Journal o f Accountancy.
FASB S tatem en t N o . 158
(S eptem ber 2006)

Employers A ccounting fo r D efined Benefit Pension
a n d O ther Postretirem ent P lan s— an am endm ent o f
FA SB Statem ents No. 87, 88, 106, an d 132(R )

FASB S tatem en t N o. 157
(S eptem ber 2006)

F a ir Value M easurem ents

FASB S tatem en t N o. 156
(M arch 200 6 )

Accounting fo r Servicing o f F in an cial Assets— an
am endm ent o f F A SB Statem ent No. 1 4 0

FASB S tatem en t N o. 155
(February 2006)

Accountingfo r Certain H ybrid Fin an cial Instruments—
an am endm ent o f FA SB Statem ents No. 133 a n d 1 4 0

FASB In te rp retatio n N o . 48
(June 2006)

A ccounting fo r U ncertainty in Income Taxes— an
interpretation o f FA SB Statem ent No. 1 0 9

FASB E IT F Issues
(various dates)

G o to w w w .fasb.org/eitf/ for a com plete list o f
E IT F Issues.

FASB S taff Positions
(various dates)

G o to w w w .fasb.org/fasb_staff_ p o sitio n s/ fo r a
com plete list o f FASB S taff P ositions (FSPs). Som e
o f th e recently issued FSPs address issues relating to
FASB S tatem en ts N o. 13, N o. 115, N o . 123(R ),
N o . 124, a n d N o . 143, a m o n g others.

A IC PA S tatem en t o f
P osition 06-1
(April 2006)

Reporting P ursuan t to the G lobal Investm ent
Perform ance Standards

A IC P A T echnical Practice
A id section 1200 .0 6 -.1 5
(February 2005)
(n o nauthoritative)

“A cco u n tin g by N o n in su ra n c e E nterprises for
P ro p erty a n d C asualty Insurance A rrangem ents
T h a t L im it Insurance R isk”

A IC PA T echnical Practice
A id section 2 1 3 0 .0 9 -.3 5
(D ecem ber 2005)
(n o nauthoritative)

“A p p licatio n o f S O P 03-3, Accounting fo r C ertain
Loans or D ebt Securities A cquired in a Transfer,
to D e b t Securities”
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A IC PA T echnical Practice
A id section 5 4 0 0 .0 5
(S eptem ber 2005)
(n onauthoritative)

“A c c o u n tin g a n d D isclosures G u id an ce for Losses
From N atu ral D isasters-N ongovernm ental E ntities”

A IC P A T echnical Practice
A id section 5 6 0 0 .0 7 -.1 7
(N ovem ber 2005)
(nonauthoritative)

“D eterm ining a Lease Term for A ccounting Purposes”

A IC P A T echnical Practice
A id section 6 9 1 0 .1 6 -.2 0
(January 2006)
(nonauthoritative)

“P resen tatio n o f B oxed In v estm en t Positions in
th e C o n d e n se d S chedule o f Investm ents o f
N o n reg istered In v estm en t P artnerships”

A IC PA T echnical Practice
A id section 6 9 3 0 .0 9
(A ugust 2005)
(nonauthoritative)

“A cco u n tin g a n d D isclosure R eq u irem en ts for
Single-Em ployer Employee Benefit Plans R elated to
th e M edicare P rescription D ru g , Im p ro v em e n t a n d
M o d ern izatio n A ct o f 2 0 0 3 ”

A IC PA T echnical Practice
A id section 6 9 3 0 .1 0
(A ugust 2005)
(nonauthoritative)

“A cco u n tin g a n d D isclosure R eq u irem en ts for
M ultiem ployer Employee Benefit P lan s R elated to th e
M edicare Prescription D ru g , Im p ro v em e n t a n d
M o d ern izatio n A ct o f 2 0 0 3 ”

S tatem en t o n Standards
for A cco u n tin g a n d Review
Services (SSARS) N o. 14
(Ju l y 2005)

Com pilation o f Pro Form a F in an cial Inform ation.
T h is SSARS expands SSARS to ap p ly w h en an
a c c o u n ta n t is engaged to co m pile o r issues a
c o m p ilatio n re p o rt o n p ro fo rm a financial
in fo rm atio n .

SSARS N o. 13
(J uly 2005)

C om pilation o f Specified Elements, Accounts, or Items
o f a F in an cial Statem ent. T h is SSARS expands
SSARS to apply w h en an a c c o u n ta n t is engaged to
co m pile o r issues a co m p ilatio n re p o rt o n o n e o r
m o re specified elem ents, accounts, o r item s o f a
financial statem en t.

SSARS N o. 12
(July 2005)

O m nibus Statem ent on Standards fo r A ccounting a n d
Review Services— 2 0 0 5 . T h is SSARS am ends
SSARS N o. 1, Com pilation a n d Review o f F in an cial
Statem ents, a n d SSARS N o. 2, Reporting on
Com parative F in an cial Statem ents. T h e SSARS also
rescinds In te rp re ta tio n N o. 26, “C o m m u n ic a tin g
Possible F rau d a n d Illegal Acts to M an a g e m e n t a n d
O th e rs,” o f SSARS N o. 1.

In terp retatio n N o . 2 7 o f
A R section 100

“A pplicability o f S tatem ents o n S tandards for
A c c o u n tin g a n d R eview Services to Reviews o f
N onissuers W h o A re O w n e d by o r C o n tro lle d by
an Issuer”
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On the Horizon
Auditors should keep abreast of auditing and accounting develop
ments and upcoming guidance that may affect their engagements.
You should check the appropriate standard-setting Web sites
(listed below) for a complete picture o f all accounting and audit
ing projects in progress. Presented below is brief information
about some ongoing projects that are especially relevant to the
CIRA industry. Remember that exposure drafts are nonauthorita
tive and cannot be used as a basis for changing GAAP or GAAS,
The following table lists the various standard-setting bodies’ Web
sites where information may be obtained on outstanding expo
sure drafts, including downloading a copy o f the exposure draft.
These Web sites contain much more in-depth information about
proposed standards and other projects in the pipeline.
Web Site

Standard-Setting Body
A IC PA A u d itin g S tandards B oard (ASB)
(N ote th a t for audits o f p u b lic com panies,
th e P C A O B sets a u d itin g standards.)

w w w .aicpa.org/ m em b ers/d iv /
a u d itstd /d ra fts.h tm

A IC P A A cco u n tin g S tandards
Executive C o m m itte e (AcSEC)

w w w .aicpa.org/m em bers/div/
a c c tstd /e d o /in d e x .h tm

Financial A cco u n tin g
S tandards B oard (FASB)

w ww .fasb.org

G ov ern m en tal A cco u n tin g
S tandards B oard (GASB)

w ww .gasb.org

Professional E thics Executive
C o m m itte e (PE E C )

w w w .aicpa.org/ m em b ers/d iv /
e th ics/in d e x .h tm

Help D esk— The AICPA's standard-setting committees pub
lish exposure drafts o f proposed professional standards exclu
sively on the AICPA Web site. The AICPA will notify
interested parties by e-mail about new exposure drafts. To have
your e-mail address put on the notification list for all AICPA
exposure drafts, send your e-mail address to service@aicpa,org.
Indicate “exposure draft e-mail list” in the subject header field
to help process the submissions more efficiently. Include your
full name, mailing address, and, if known, your membership
and subscriber number in the message.
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Auditing Pipeline— Nonpubiic Companies
The proposed standards discussed in this section would not apply
to the audits o f public companies and other audits conducted
under the standards o f the Public Company Accounting Over
sight Board (PCAOB). Readers should keep abreast o f the status
o f the following projects and projected exposure drafts, inasmuch
as they will substantially affect the audit process. More informa
tion can be obtained on the AICPA’s Web site at www.aicpa.org.

Proposed Statement on Standards for Attestation
Engagements, Reporting on an Entity's Internal
Control Over Financial Reporting
This proposed SSAE establishes standards and provides guidance to
the practitioner who is engaged to issue or does issue an examina
tion report on the effectiveness of an entity’s internal control over
financial reporting as o f a point in time (or on an assertion
thereon). Specifically, guidance is provided regarding the following:
•

Conditions that must be met for a practitioner to accept an
engagement to examine the effectiveness o f an entity’s in
ternal control and the prohibition o f acceptance o f an en
gagement to review such subject matter

•

Engagements to examine the design and operating effec
tiveness o f an entity’s internal control

•

Engagements to examine the design and operating effec
tiveness o f a portion o f an entity’s internal control (for ex
ample, internal control over financial reporting o f an
entity’s operating division or its accounts receivable)

•

Engagements to examine only the suitability o f design o f
an entity’s internal control (no assertion is made about the
operating effectiveness o f internal control)

•

Engagements to examine the design and operating effec
tiveness o f an entity’s internal control based on criteria es
tablished by a regulatory agency
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Proposed Amendment to SAS No. 69, The M eaning of Present
Fairly in Conformity With Generally Accepted Accounting
Principles, for Nongovernmental Entities
The ASB has issued an exposure draft introducing a proposed
SAS entitled Amendment to Statement on Auditing Standards No.
69, The Meaning o f Present Fairly in Conformity With Generally
Accepted Accounting Principles, fo r Nongovernmental Entities. This
proposed SAS, which applies only to nongovernmental entities,
has been issued in response to the FASB’s proposed Statement o f
Financial Accounting Standards entitled The Hierarchy o f Gener
ally Accepted Accounting Principles. The FASB proposal would
move responsibility for the GAAP hierarchy for nongovernmen
tal entities from the auditing literature (SAS No. 69) to the ac
counting literature. The proposed SAS would delete the GAAP
hierarchy for nongovernmental entities from SAS No. 69, The
M eaning of Present Fairly in Conform ity With Generally Ac
cepted Accounting Principles (AICPA, Professional Standards, vol.
1, AU sec. 411), as amended. The ASB decided to coordinate the
provisions and effective date o f this exposure draft with the FASB
proposed statement, which can be obtained at www.fasb.org.

Accounting Pipeline
Proposed FASB Statement, Q ualifying Special-Purpose
E ntities an d Isolation o f Transferred Assets— an am endm ent
o f FA SB Statem ent No. 140
This proposed Statement would amend and clarify FASB State
ment No. 140, Accounting for Transfers and Servicing o f Financial
Assets and Extinguishments o f Liabilities, in several ways. The ob
jectives o f this project are to amend FASB Statement No. 140 to
(1) specify the conditions under which a qualifying special-pur
pose entity (SPE) is required to achieve sale accounting, (2) elim
inate inconsistent application o f the principles FASB Statement
No. 140 is based on, and (3) address other issues related to trans
fers o f financial assets that arose during redeliberations on the
amendment o f FASB Statement No. 140 in order to improve the
comparability o f financial statements.
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Readers should be alert for the issuance o f a final statement,
which is expected to occur in the second quarter o f 2007. Refer
to the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, The Hierarchy o f Generally
Accepted Accounting Principles
This proposed Statement would identify the sources o f account
ing principles and the framework for selecting the principles to be
used in the preparation o f financial statements o f nongovernmen
tal companies that are presented in conformity with U.S. GAAP
(or the GAAP hierarchy). The GAAP hierarchy is currently pre
sented in AICPA SAS No. 69. However, the FASB believes that
the GAAP hierarchy should be directed specifically to companies
because it is the company, not the auditor, who is responsible for
selecting its accounting principles for financial statements. Ac
cordingly, the FASB concluded that the GAAP hierarchy should
reside in the accounting literature established by the FASB. The
FASB decided to carry forward the GAAP hierarchy as set forth
in SAS No. 69, subject to certain modifications. The FASB staff
will coordinate with the AICPA and the PCAOB in order to en
sure that each o f the documents has a uniform effective date.

Proposed FASB Statements, Business Combinations, and
Consolidated Financial Statements, Including Accounting and
Reporting o f Noncontrolling Interests in Subsidiaries
The primary objective o f applying the acquisition method project
is to develop a single high-quality standard o f accounting for
business combinations that can be used for both domestic and
cross-border financial reporting. The goal is to develop a standard
that includes a common set o f principles and related guidance
that produces decision-useful information and minimizes excep
tions to those principles. The standard should improve the com
pleteness, relevance, and comparability o f financial information
about business combinations by:
1. Clarifying which assets and liabilities should be recognized
in the initial accounting for the business combination.
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2. Requiring that the assets acquired and the liabilities as
sumed be consistently measured at a relevant attribute.
3. Defining the scope o f the standard in a way that ensures
that similar economic events are accounted for similarly.
(That mean, by requiring that all transactions or other
events in which an acquirer obtains control o f a business be
accounted for by applying the acquisition method).
The exposure drafts on business combinations, purchase method
procedures, and noncontrolling interests were published on June
30, 2005. The FASB’s goal is to issue the two final Statements in
the first half o f 2007. The target effective date for the two pro
posed Statements will be reviewed near the end o f redeliberations.

AICPA Audit and Accounting Products and Services
AICPA
Web Site
AICPA Online (www.aicpa.org) is the AICPA's Web site on the
Internet. The site offers users the opportunity to stay abreast o f
developments in accounting and auditing. Online resources in
clude professional news, membership information, state and fed
eral legislative updates, AICPA press releases, speeches, exposure
drafts, and a list o f links to other accounting- and finance-related
sites. The AICPA Web site also features a “Talk to Us” section, al
lowing users to send e-mail messages directly to AICPA represen
tatives or teams. The AICPA Web site includes a separate section
that deals with Circular A -133 audit issues, including a docu
ment that provides unofficial answers to frequently asked ques
tions, at www.aicpa.org/belt/al33main.htm.

Order Department (Service Center Operations)
To order AICPA products, call the AICPA Member Service Center at
(888) 777-7077 or fax to (800) 362-5066. The best times to call are
8:30 a.m. to 11:30 a.m. and 2:00 p.m. to 7:30 p.m., Eastern Stan
dard Time. Also, visit the CPA2Biz Web site at www.cpa2biz.com to
obtain product information and place online orders.
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Publications
The following publications deliver valuable guidance and practi
cal assistance as potent tools to be used on your engagements
(product numbers appear in parentheses).
•

Checklists and Illustrative Financial Statements for Common
Interest Realty Associations (product no. 008907kk). This
publication is designed to help those preparing reports and
financial statements o f CIRAs by providing a checklist o f
applicable GAAP disclosures.

•

Fraud Detection in a GAAS Audit: SAS No. 99 Imple
mentation Guide (product no. 006615kk)

•

Analytical Procedures Audit Guide (product no. 012551kk)

•

Auditing Estimates and Other Soft Accounting Information
Practice Aid
Accounting Trends an d Techniques- -2006 (product no.
009898kk)

•

Preparing and Reporting on Cash- and Tax-Basis Financial
Statements Practice Aid (product no. 006701 kk)

•

Understanding and Implementing SSARS No. 8 (product
no. 006612kk)

•

A udit and Accounting M anual (p roduct. no . 005133kk).
This manual is a valuable nonauthoritative practice tool
designed to provide assistance for audit, review, and com
pilation engagements. It contains numerous practice aids,
samples, and illustrations, including audit programs, audi
tors’ reports, checklists and engagement letters, manage
ment representation letters, and confirmation letters.

Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review ser
vices. Call (888) 777-7077.
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Ethics Hotline
The AICPA Professional Ethics Team answers inquiries concern
ing independence and other behavioral issues related to the ap
plication o f the AICPA C ode o f Professional Conduct. Call
(888) 777-7077.

Online CPE
AICPA CPExpress, offered exclusively through CPA2Biz.com, is
the AICPA's flagship online learning product with enhancements
such as a new user interface and improved functionality. AICPA
CPExpress now offers a free trial subscription to the entire prod
uct for up to 30 days. AICPA members pay $149 (nonmembers
pay $369) for a new subscription and $119 (nonmembers pay
$319) for the annual renewal. Divided into one- and two-credit
courses that are available 24/7, AICPA CPExpress offers hundreds
o f hours o f learning in a wide variety o f topics. To register or learn
more, visit www.cpa2biz.com.

Technical Practice Aids
AICPA Technical Practice Aids includes questions received by the
AICPA Technical Hotline on various subjects and the responses
to those questions. TPA section 6990 includes a question and an
swer specifically pertaining to CIRAs. Technical Practice Aids is
available both as a subscription service and in paperback form
(product no. 0 0 5 146kk).

Help Desk—AICPA publications can be obtained by calling
AICPA Member Service Center at (888) 777-7077 or faxing a
request to (800) 362-5066.

Guidance for Audit Committees on the Risk of Fraud From
Management Override of Internal Control
The AICPA Antifraud Programs and Controls Task Force has is
sued a document entitled Management Override o f Internal Con
trols: The Achilles’ Heel o f Fraud Prevention— The Audit Committee
and Oversight o f Financial Reporting. The document offers assis
tance to audit committees in addressing the risk o f fraud arising
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from management override o f internal control over financial re
porting. The guidance contains the following major sections:
•

M anagement Override and the Audit Com m ittee’s Re
sponsibilities

•

Actions to Address the Risk o f Management Override o f
Internal Controls

•

Suggested Audit Committee Procedures: Strengthening
Knowledge o f the Business and Related Financial State
ment Risks (Appendix)

The following are some o f the topics related to audit committees
that are covered in the document:
•

Maintaining an appropriate level o f skepticism.

•

Strengthening the audit committee’s understanding o f the
business.

•

Brainstorming to identify fraud risks.

•

Using the code of conduct to assess financial reporting culture.

•

Cultivating a vigorous whistle-blower program.

•

Developing a broad information and feedback network in
cluding communications with internal auditors, indepen
dent auditors, compensation committee, and key employees.

The document can be downloaded from the “Spotlight Area” on
the AICPA’s Audit Committee Effectiveness Center Web page at
www.aicpa.org/audcommctr/homepage.htm.

References for Additional Guidance
Auditors should also be aware o f the economic, regulatory, and
professional developments that may affect the audits they per
form, as described in the AICPA general A udit Risk Alert—
2006/0 7 (product no. 022337kk) and the AICPA Compilation
an d Review Alert—2 0 0 6 / 0 7 (product no. 022307kk). These
Alerts may be obtained by calling AICPA Member Service Center
at (888) 777-7077 or faxing a request to (800) 362-5066. Ob-
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taining product information and placing online orders can be
done at www.cpa2biz.com.
Copies o f FASB publications referred to in this document may be
obtained directly from the FASB by calling the FASB Order De
partment at (800) 748-0659.

The Audit Risk Alert Common Interest Realty Associations Industry
Developments is published as warranted. As you encounter audit
or industry issues that you believe warrant discussion in next
year's Alert, please feel free to share them with us. Any other com
ments that you have about the Alert would be appreciated. You
may e-mail these comments to lwest@aicpa.org or write to:
Lori A. West, CPA
AICPA
H arborside Financial Center
201 Plaza Three
Jersey City, N J 07311-3881
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APPENDIX

Useful Internet Web Sites
If used properly, the Internet can be a valuable tool for auditors.
Through the Internet, auditors can access a wide variety o f global
business information. For example, information is available relat
ing to industry statistics, resources for common interest realty as
sociations (CIRAs) and their finance professionals, professional
news, state CPA society information, Internal Revenue Service
(IRS) information, software downloads, university research mate
rials, currency exchange rates, stock prices, annual reports, and
legislative and regulatory initiatives. Not only are such materials
accessible from the computer, but they are available at any time,
often free o f charge.
A number o f resources provide direct information, whereas others
may simply point to information inside and outside o f the Inter
net. Auditors can use the Internet to:
•

Obtain audit and accounting research information

•

Obtain texts, such as audit programs

•

Discuss audit issues with peers

•

Communicate with audit clients

•

Obtain information from a client's Web site

•

Obtain information on professional associations

There are caveats to keep in mind when using the Internet. Reli
ability varies considerably. Some information on the Internet has
not been reviewed or checked for accuracy; caution is advised
when accessing data from unknown or questionable sources. Al
though a vast amount o f information is available on the Internet,
much o f it may be o f little or no value to auditors. Accordingly,
auditors should learn to use search engines effectively to mini
mize the amount o f time browsing through useless information.

71

The Internet is best used in tandem with other research tools, be
cause it is unlikely that all desired research can be conducted
solely from Internet sources.
The following listing summarizes the various Web sites o f many
o f the organizations referred to in this Audit Risk Alert, as well as
others that auditors o f CIRAs may find useful.
Association-Related Information

Organization

General Contact Information

Internet Address

C o m m u n ity
A ssociations
In stitu te

1630 D u k e Street
A lexandria, VA 2 2 3 1 4
(703) 5 4 8 -8 6 0 0

w w w .caionline.org

N atio n al A ssociation
o f H o u sin g
C ooperatives

1401 N ew York A venue # 1 1 0 0
W ash in g to n , D C 2 0 0 0 5
(202) 3 8 3 -5 4 7 5

WWW. c o o p h o u sin g .org

A m erican R esort
D evelo p m en t
A ssociation

1220 L Street, Suite 500
W ash in g to n , D C 2 0 0 0 5
(202) 3 7 1 -6 7 0 0

w w w .arda.org

General Web Sites of Interest

Name of Site

Content

Internet Address

A m erican In stitu te
o f CPAs

S um m aries o f recen t
a u d itin g a n d o th e r
professional standards as
well as o th e r A IC P A activities

w w w .aicpa.org

Financial A cco u n tin g
Standards B oard

S um m aries o f recent
a c co u n tin g p ro n o u n c e m e n ts
a n d o th e r FASB activities

w ww .fasb.org

T h e E lectronic
A cco u n tan t

W o rld W id e W eb m agazine
th a t features u p -to -th e -m in u te
new s fo r acco u n tan ts

WWW. electronic

C P A net

Links to o th e r W eb sites o f
in terest to CPAs

WWW.cpalin k s.co m /

G u id e to W W W for
R esearch a n d A u d itin g

Basic in stru ctio n s o n h o w to
use th e W eb as an a u d itin g
research tool

w w w .tetran et.n et/
users/gaostl/guide.htm

A c c o u n ta n ts
H o m e Page

Resources for acco u n tan ts
a n d financial a n d business
professionals

www.computercpa.com/
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a c c o u n tan t.co m

Name of Site

Content

U .S. Tax C o d e
O n lin e

A co m p lete tex t o f th e U .S.
Tax C o d e

w w w .fourm ilab.ch/
u stax /ustax .h tm l

Federal Reserve B ank
o f N ew York

Key in terest rates

www.ny.frb.org/pihom e/
statistics/dlyrates

Cybersolve

O n lin e financial calculators such
as ratio a n d breakeven analysis

WWW. cybersolve.com /

Internet Address

to o ls1.h tm l

FedW orld.gov

U .S. D e p a rtm e n t o f C o m m erce- w w w .fedw orld.gov
sp onsored site p ro v id in g access
to g o v ern m en t pub licatio n s

H oovers O n lin e

O n lin e in fo rm a tio n o n various
com panies a n d industries

w w w .hoovers.com

V ision Project

In fo rm a tio n o n th e professions
vision pro ject

WWW.cpavision.o rg/

In te rn e t B ulletin
for CPAs

C P A to o l for In te rn e t sites,
discussion groups, a n d o th e r
resources fo r CPAs

w w w .kentis.com /
ib .h tm l

h o rizo n

Federal C om m un icatio n F C C -sp o n so red site p roviding
access to rulings a n d o th er
C om m ission
F C C in fo rm a tio n

w w w .fcc.gov/

FannieM ae

F annieM ae-sponsored site
providing access to p roducts an d
o th e r F annieM ae in fo rm a tio n

w w w .fanniem ae.com

FreddieM ac

F reddieM ac-sponsored site
p ro v id in g access to pro d u cts,
form s, business tools, an d
o th e r F reddieM ac in fo rm a tio n

w w w .freddiem ac.com

D e p a rtm e n t o f
V eterans Affairs

V A -sponsored site p roviding
access to o n lin e applications,
special program s, a n d o th e r
VA in fo rm atio n

www.va.gov

U .S. D e p t. o f
H o u sin g a n d U rb an
D ev elo p m en t

H U D -sp o n so re d site
pro v id in g access to notices a n d
o th e r H U D in fo rm a tio n

w w w .hud.gov/
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AICPA Member and
Public Information:
w w w .aicpa.org
AICPA Online Store:
www.cpa2biz.com
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